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aie A. BERLE leads this symposium on corpora- 
tion law not only by reason of the article he has contributed. It 
was his writings which stimulated the Board of Editors to plan 
the project and, as the symposium plans developed, it became 
clear how completely Mr. Berle has set the agenda for study and 


controversy in corporation law. 
THE EDITORS 
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| THE DEVELOPING LAW OF CORPORATE 
| CONCENTRATION 
A. A. BERLE, Jr.* 
I 


PQ QHE LEGAL INSTITUTION known as “the corporation” has served as 
an avenue for fundamental changes in the system of ownership 
and economic organization familiarly known as “the private 

property system.” By making possible the aggregation of many owner- 

ships, it has constrained the erection of a system placing management in 
the hands of a non-ownership group, though still nominally representative 
of the owners. The exigency of technical development has favored vastly 
increased size and scope of the corporate enterprise. This has been power- 
fully aided by the system of distribution dependent on national markets. 

Great size in many crucial fields thus becomes advantageous.! 

Subsequent to 1920, large corporations have found it possible to gener- 
ate their own capital by withholding part of their earnings from distribu- 
tion to their shareholders. They were thus freed from the necessity of 
gathering capital from the savings of a great number of private individu- 
als. This still further removed corporations which had achieved size from 
dependence on the system of individual capital accumulation, individual 
choice of investment, and individual assumption of risk. 

The aggregation of individual savings for investment purposes has like- 
wise taken place. The most important single avenue by which this has oc- 
curred has been the growth of the great insurance companies, more espe- 
cially life insurance companies. By combining the feature of insurance 

* Professor of Law, Columbia University. 

Stocking and Watkins, Monopoly and Free Enterprise 53-84 (1951). 

* This is characteristic of industrial corporations, though it is not true of public utilities 
and railroads. General Electric Co., General Motors Co., United States Steel Corp., and the 


chief members of the Standard Oil group, for example, have not been significantly in the capital 
markets for thirty years. 
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with their ability to handle savings, private individuals have felt more 
secure, by entrusting their savings to these companies. As of the present, 
the function of applying individual savings to investment and capital ap- 
preciation has increasingly come into the hands of a relatively few large 
insurance companies, and the tendency is increasing.* 

Aside from financial corporations, the number of essential industries 
controlled by concentrates is great, though measurement is a matter for 
economists rather than for lawyers. The situation in any case is well rec- 
ognized. The most recent study‘ carries forward a study made by Profes- 
sor Clair Wilcox.® Of interest is Professor Wilcox’s classification of indus- 
try into 135 different trades. A “concentration ratio” is worked out. 
Fifty-seven per cent of the value of all manufactured products was ac- 
counted for by industries in which the four largest producers or less 
turned out half the total value. Concentration was highest, on the whole, 
in the most essential industries. 

The existence of concentration and the concentrates is here assumed 
rather than argued. There is debate as to whether the trend is toward con- 
centration, or away from concentration, or whether concentration is more 
or less static. The most recent dispassionate summary of the subject by 
Professor M. A. Adelman,‘ of the Massachusetts Institute of Technology, 
reviews the material, concluding that the evidence is not determinative 
either way, but submits as a demonstrable fact that the largest 139 manu- 
facturing corporations held 49.6% of the assets of all manufacturing cor- 
porations in 1931, and held 45% of such assets in 1947—a slight reduction 
in percentage, though, of course, a huge increase in actual volume.’ In a 
country the size of the United States that degree of concentration would 


* According to the Institute of Life Insurance, Life Insurance News (Dec. 28, 1950), there 
were 83,000,000 life insurance policy holders in the United States. Even allowing liberally for 
duplication, roughly half of the entire population, and far more than half of its income- 
receivers, use the life insurance companies as a vehicle for savings and investment. Total 
assets were over $63,000,000,000 at the end of 1950. Though there are 609 life insurance 
companies, approximately 70% of these assets are in the hands of the ten largest companies 
(Shanks, Statement before Subcommittee on Study of Monopoly Power of House of Repre- 
sentatives Committee on Judiciary, Nov. 30, 1949, reprinted by Prudential Life Insurance Co., 
1950). For a recent press summary, see N.Y. Times, § 3, p. 39, col. 6 (Dec. 17, 1951); for their 
participation in the Voluntary Credit Restraint Committee, see N.Y. Times, § 2, p. 50, col. 5 
(Dec. 20, 1951). 


‘ For a recent economic study on the subject, see Stocking and Watkins, Monopoly and 
Free Enterprise (1951). 


5 Wilcox, Competition and Monopoly in American Industry (TNEC Monograph No. 21, 
1940). 


* The Measurement of Industrial Concentration, 33 Rev. of Econ. and Stat. 269 (1951). 
' Tbid., at 276. 
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be sufficient to pose legal, governmental and social problems so long as it 
continued. 

Further, concentration is by no means wholly an affair of the 139 
“largest” corporations. Key industries of crucial importance are frequent- 
ly concentrated, even though in themselves they are relatively small in 
terms of asset values; and through this concentration they exert a degree 
of control disproportionate to their size. Much of so-called ‘“‘small busi- 
ness,”’ reckoned in assets, is actually controlled by a concentrate. Thou- 
sands of gasoline stations, motor car dealers, and so forth, are nomi- 
nally individual enterprises, but their major policies are necessarily dic- 
tated by the companies whose products they sell.* On any theory, the 
phenomenon of concentration is so great that its juristic effects cannot be 
disregarded. 

We may take as a base the unchallenged minimum of facts, leaving the 
economists to measure the trends. It is here submitted that a juristic 
pattern of dealing with concentrates is emerging. The purpose of this 
paper is to examine this pattern. 


Il 


Upon the evidence, the following propositions seem warranted: 

(1) An immensely important area of American industrial and financial 
economy is administered in each field by “concentrates,” composed of not 
more than five or six large corporations in each identifiable field. (The 
word “concentrate” is here used in preference to the newly-coined word 
“oligopoly.’’) 

(2) In essential fields, that is, where the community has come to rely 
on the concentrate as a source of supply of a commodity or service deemed 
necessary or powerfully desired by the community, certain minimum and 


more or less uniform requirements are imposed by the community upon 
the concentrate. 


(3) These requirements fall into two categories: 

(a) requirements insisted on by the community as a whole. First 
among these is the requirement that there shall be an adequate supply of 
the commodity or service, made available at a price “acceptable” to the 
community. Other requirements are beginning to emerge including, 
among others, the maintenance of employment, reasonably continued 
technical advance, creation of a viable system of supply and distribution 
in times of emergency such as war, or acute need for national defense. 


*In 1940, Professor Clair Wilcox estimated that 57% of the value of all manufactured 
products was accounted for by industries in which the four largest producers, when there were 
that many, turned out half or more of the total value. Wilcox, op. cit. supra note 5, at 234. 
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(b) requirements addressed to protection of individuals dealing with the 
concentrate or any part of it. First among these is the emerging require- 
ment that the commodity or the service shall be rendered to individuals 
without discrimination. A second group of requirements relates to protec- 
tion of labor, which finds specialized expression in labor law and corre- 
sponding administration. 

These requirements appear, expand and develop as the American econo- 
my develops, and as community consciousness of its needs and of the 
needs of masses of individuals emerges and crystallizes; or as the impact of 
war or emergency causes the community to deal with a given situation. 
Such dealing is commonly accomplished politically, with the intervention, 
friendly or hostile, of the national government. The impact of the concen- 
trate on the state and the state on the concentrate is thus steadily grow- 
ing. 

(4) In the American system, the result of such an impact has invariably 
been the working out of a rudimentary “plan” defining, with greater or 
less precision, the relations between the concentrate and the political 
state. These rudimentary plans may remain static for some period of time, 
though they are more likely to develop and to expand the area of their 
definition and scope as impacts increasingly take place. 

(5) This evolution is not a matter of chance. In modern industrialized 
society, neither the political state nor the concentrate can avoid the im- 
pact, nor can they avoid the ensuing regulation of their relationships. 
Choice of action lies between greater or less exactness in detail in defining 
relations. The issues to be resolved are the criteria by which the manage- 
ment of the concentrate shall be deemed to have performed (or failed to 
perform) the requirements imposed by the community. 

(6) The results of the arrangements or rudimentary plans emerging 
from the successive impacts between concentrates and the community are 
embodied in law. This law may take the form of court decisions, notably 
decrees in antitrust litigation, legislation, or administrative regulation. 
When thus expressed, such law may be called “explicit law.” 

(7) Existing and foreseeable community requirements, even when ful- 
filled by concentrates without impact or resulting legal arrangements, 
though they have not resulted in explicit rule of law, are nevertheless 
foreseeable, enforcible obligations of the concentrate. They are, in sub- 
stance, inchoate rules of law, failure to respect which leads to prompt im- 
pact and an arrangement compelling their fulfillment. 

(8) The resulting content suggests the gradual evolution of a legal sys- 
tem of economic rights and privileges, duties and obligations evolving with 
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the evolution of the industrial and financial system of the United States. 
This system at present relies upon and expects the acquiescence of the 
concentrates in the defined objectives of the American democracy. 

The issue is thus not between a “free” or unplanned economy and a 
“planned” economy, but between differing views of the objectives for 
which planning shall be carried out, the extent and definition of obliga- 
tions when these objects have been apprehended, and, endlessly, what 
groups shall make these determinations. 

This evolution in the American system parallels the evolution of so- 
cialist institutions in other parts of the world. Thus, separation of man- 
agement from ownership, which is rapidly becoming complete, parallels 
the elimination of private ownership in socialist countries and the substi- 
tution of politically appointed figures for groups selected by and respon- 
sive to private business communities. 

The antithesis, accordingly, is no longer between the classic form of 
“capitalism” and classic “‘socialism.’’ It is rather antithesis between meth- 
ods, objectives, motivations and directing groups within two different 
legal-economic systems having a good deal in common. The chief differ- 


ence is the differing emphasis given to individual choice of occupation and 
way of life. 



























































Ill 


The foregoing summarizes the essential conclusions reached after exam- 
ination of a very great amount of evidence. The corporation, historically, 
has been the avenue by which change from the private possessory system 
of the late eighteenth and the nineteenth centuries toward the organiza- 
tion system of the twentieth century has taken place in the United 
States. This parallels the change in political organization which appears 
to be the avenue by which changes took place in Europe. As a result, in 
the American case, the great corporation, as monopoly or in a concen- 
trate, has become increasingly an arm of the state, held to certain of the 
limitations imposed on the state itself by the Bill of Rights requiring the 
concentrate to respect certain individual rights and to assure a measure 
of equal protection of the laws within the scope of its power, as well as to 
fulfill the economic function it has undertaken of production, supply and 




















$8 service. 

- It is true that the application of law to this fact situation has been ap- 

n- parently disparate. Some situations have been dealt with by special acts 
of Congress, some by decrees rendered in antitrust cases, some by con- 

S- 


tracts with government agencies, some by a combination of governmental 
action of one sort or another, and some by application of rules of Consti- 
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tutional law in extraneous litigation. But in all cases the net result has 
been to erect a relationship between the political state and the concentrate. 
Careful examination supports the statement that, factually, a pattern of 
political-economic organization has emerged; that it recurs irrespective of 
political parties, and that its root cause is the dependence of the commu- 
nity on a concentrate of large corporations dominating essential indus- 
tries, and that this necessarily entails the responsibility of these concen- 
trates to meet more or less acceptably the community demands. 

There is, clearly, no possibility of presenting here more than an outline 
of the evidence in support of these hypotheses. What follows therefore is 
rather an annotated outline than a full exposition. 

It is safe to say concentration in the hands of not more than four great 
corporations is the economic structure of over half the volume and certain- 
ly of the most essential output of American industry. 

The history of developing law of concentrates is almost invariably his- 
tory of an impact between a concentrate of great corporations and the 
community, leading eventually to an arrangement of some sort governing 
the relations of the concentrate with the community through the interven- 
tion of the political state. A partial list follows. There has been excluded 
from this list the transportation industry because its situation is well 
known,’ and also because of its peculiar historical position. Under Ameri- 
can law, transportation as a public utility was always both the beneficiary 
of, and subject to, regulations because of the peculiar position it had vis- 
a-vis the state. Electric light and power is not excluded, not because it is 
not also subject to this historical requirement, but because in this indus- 
try certain peculiar characteristics appeared transcending the normal 
public utility regulation ownership.’° What follows is substantially an an- 
notated list of an impressive number of specific situations already covered 
by specific government-industry plans brought into being by legislation, 
court decision, or administrative action, or a combination of these. 

1. Commercial Banking. This, of course, stands in a class by itself, owing 
to the peculiar relation of commercial banking credit with the nationat 
currency. The various impacts on the community are matter of American 
history. Among these may be mentioned the controversy over the second 

*® Yet, schematically, the enactment of the Interstate Commerce Act of 1887, 24 Stat. 379 
(1887), 49 U.S.C.A. § 1 (1951), was probably the greatest single illustration of the principle here 


urged, and probably the first great instance of impact with resulting adjustment. See Sharfman, 
The Interstate Commerce Commission (Commonwealth Fund, 1931). 


1© The various branches of federal power legislation were distinctly not the normal rate- 
regulation measures familiar in state legislation. They were, in terms, acts to organize or 
reorganize, in some measure, the structure of the industry. 
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Bank of the United States in the Administration of Andrew Jackson ;" the 
ensuing and unsatisfactory experiments with state banking systems; the 
emergence of the national banking system in 1864;" the repeated banking 
and credit crises up to and through 1907; at length, the development of 
a recognized central planning system beginning with the Federal Reserve 
Act of 1914," the breakdown of the system in 1933, the revisions of the 
Federal Reserve Act in 1933-34-35, and minor revisions since that time. 
Concentration existed de jure, of course, in Andrew Jackson’s time, and 
was then dissolved. It existed de facto commencing roughly in 1890 and 
continuing substantially through the decade of the 1920’s."* The commer- 
cial banking pattern is, however, unique and not likely to be duplicated. 
Nevertheless, the final emergence of the Federal Reserve Bank as a cen- 
tral planning and steering organization deserves a place in the list. 

2. Capital Credit (Investment Banking). Application of capital through 
the great life insurance companies and like agencies has reached ne similar 
arrangement with the state except in emergencies. Yet, as of today, con- 
centration of the function of capital application has reached a point sug- 
gesting the likelihood of some such adjustment. Presently, a temporary 
adjustment exists by arrangement between the Federal Reserve Board 
and the National Voluntary Credit Restraint Committee, which in turn 
operates through regional committees.'” These committees, under authori- 
ty of the Defense Production Act, are exempted from liability under the 
antitrust laws,'* and are permitted and encouraged to lay down rules 
guiding the direction of flow of savings into capital loans, the expressed 

" The literature of this struggle is extensive. See, for example, 5 Channing, History of the 


United States 434-66 (1921); Catterall, The Second Bank of the United States (1903); James, 
Andrew Jackson, Portrait of a President (1937) (especially cc. 13, 16 and 17); Schlesinger, 
The Age of Jackson (1946). 


12 13 Stat. 100 (1864), 12 U.S.C.A. § 11 (1945). See, for a summary of its purposes, Davis v. 
Elmira Savings Bank, 161 U.S. 275 (1896). 


13 Elaborated in the record of the so-called Pujo Committee. 


M4 38 Stat. 251 (1913), 12 U.S.C.A. § 221 (1945); explained in United States v. Davenport, 
266 Fed. 425 (W.D. Tex., 1920). 


16 49 Stat. 704 (1935), 12 U.S.C.A. § 1 (1945) amending the original Federal Reserve Act 
of 1913. Mr. Marriner Eccles who formulated the bill stated: “laissez-faire in banking and the 
attainment of business stability are incompatible. If variations in the supply of money are to 
be compensatory and corrective . . . there must be conscious and deliberate control.” Mitchell, 
Depression Decade 168-71 (1947). 


% Developed by investigation of the Senate Committee on Banking and Currency, com- 
mencing in 1931, for which Ferdinand Pecora was eventually counsel. 


17 The record of this committee is not yet available. It operates under supervision of the 
Federal Reserve Board which approves its plan of operation. 


18 64 Stat. 798 (1950), 50 U.S.C.A. App. § 2071 (1951). 
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reason for the operation being to prevent loans which may be considered 
as “inflationary,’’ and to steer capital towards industries deemed essential 
to the community or needed for the national defense. 

This isan emergency situation which may vanish as and when the present 
emergency is over. But if and when the state intervention is withdrawn, 
the policies of a relatively small number of great companies will remain 
to operate as a planning and control apparatus without state intervention. 
Should the result fail to meet the needs of the community, it would seem 
almost inevitable that some arrangement will be demanded. 

3. Steel. Steel is admittedly a concentrate. Prior to 1946 the steel con- 
centrate and the community at large had no determinative impact upon 
each other, except for the emergency impacts in World War I and World 
War II. But at the conclusion of World War II, such an impact did take 
place, chiefly because the civilian demand for steel far outran the existing 
capacity. The demand anticipated by the steel industry itself (not over 90 
million tons) proved a very great under-estimate;!* the demand actually 
proved to be nearer 110 million tons. The ensuing shortage led to a great 
controversy in 1947, partly as a result of which the so-called Federal 
“Voluntary Allocation Act” was passed. Under it, the industry commit- 
tee representing the steel industry undertook to obtain state approval of 
allocation plans which, in any case, were being put into effect by the in- 
dustry from sheer necessity.” 

The experience in steel is brief, but perhaps determinative. A still 
greater impact was, of course, caused by the defense emergency presently 
prevailing. The allocation plan commenced in time of peace has been re- 
sumed and stepped up in time of emergency. Yet the interesting fact is 
that even prior to the defense emergency, a combined industry-state 
planned operation was demanded—demanded, indeed, quite as much by 
the industry as by the community. 

4. Aluminum. This was a monopolized industry up to the close of World 
War II. Monopoly had occasioned complaint and impact, and the classic 
first impact—antitrust action—had been commenced by the Department 
of Justice. At the close of the war, the United States Government ob- 

* Estimate of Mr. Sykes, President of Inland Steel Co., on behalf of the steel industry, 
presented to the Senate Subcommittee on Small Business. 


61 Stat. 945 (1947), 50 U.S.C.A. App. § 1912 (1951). Its machinery was cumbrous; 
about 11% of steel products distribution was eventually controlled by industry plans author- 
ized under the Act, and approved by the Secretary of Commerce. 

™ Thid., at § 402(a); 708(a) and (b) of the Defense Production Act, 64 Stat. 798 (1950), 


50 U.S.C.A. App. § 2061 (1951), exempting approved plans from the prohibition of the anti- 
trust laws is taken from the Voluntary Allocation Act of 1947. 








1952] CORPORATE CONCENTRATION 647 


tained a final decree requiring dissolution of the industry.“ But at that 
time the United States Government had built a great number of alumi- 
num plants, a majority of which were being operated by the Aluminum 
Company of America. Agreement was finally reached on the erection of 
the aluminum industry into a concentrate composed of Alcoa, Reynolds 
Metal Company and Kaiser Aluminum Company, all of more or less com- 
parable size, and fitted out with war plants.* More recently a fourth mem- 
ber of the concentrate has appeared: Anaconda Copper Company has 
been assisted to enter the aluminum business. 

At the moment, of course, all aluminum is severely controlled in the 
emergency interest of national defense. Absent this emergency, it is quite 
conceivable that for some period of time the national supply of aluminum 
concentrated in three (or perhaps four) great companies will suffice, and 
that an ‘‘acceptable”’ price will be maintained, occasioning no further im- 
pact. Clearly, should the supply of aluminum prove insufficient there will 
be further intervention by the government. 

5. Electric Light and Power. In addition to the normal, or at any rate 
historical, exercise of power of regulation over electric light and power, 
separate and distinct problems developed out of the great move towards 
concentration in the hands of great pyramid holding companies which 
characterize the decade of the ’20s.** The salient facts of the controversy 
need no reviewing here. Partly as a protection to investors, and partly in 
an endeavor to bring the problem into manageable form, the Public Utili- 
ty Holding Company Act* was passed, giving to the Securities & Ex- 
change Commission the task of simplifying corporate structure, and pro- 
viding for the integration of operation on more or less regional lines. 

Simultaneously with this was an impact caused by the fact that the 
electrical industry in the United States had lagged far behind other in- 
dustrialized countries in making electrification available to rural commu- 

® United States v. Aluminum Co. of America, 148 Fed. 2d 416 (C.A. 2d, 1945). Because four 


Supreme Court Justices were disqualified, by special act of Congress the Circuit Court of 
Appeals for the Second Circuit heard the case, Judge Learned Hand writing the opinion. 

%3 Report of the War Assets Administration to Congress, Feb. 12, 1947, on “Aluminum 
Plants and Facilities.” The government disposition of these plants furnished the basis on which 
Aluminum Co. of America successfully resisted the contention of the Department of Justice 
that the decree in the antitrust case should dissolve the company into a number of independent 
units. 

* A long series of local struggles had cumulated to a national issue, largely dramatized by 
Senator George W. Norris of Nebraska. A not inconsiderable part of American political his- 
tory in the decade 1920-1930 turned on this issue. 

% Public Utility Act of 1935, 49 Stat. 803 (1935), 15 U.S.C.A. § 79 (1951). For history, eco- 
nomic and legal analysis of this whole subject, the reader is referred to Twentieth Century 
Fund, Electric Power and Government Policy (1948). 
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nities.* There being no legal power to compel extension of privately owned 
facilities (beyond relatively small extensions) ,”” the United States inter- 
vened directly through the Rural Electrification Authority under the 
authority of the Rural Electrification Act.** The result was an extension 
of rural electrification with the result that, where about thirty per cent of 
farms were electrified in 1920, nearly ninety per cent were electrified in 
1948, the increase being divided more or less evenly between private and 
government financed operations.”* 

Simultaneously with this, a much larger piece of planning was going 
forward to the tune of bitter controversy, but nevertheless to the eco- 
nomic advantage of great areas. Again the means was direct government 
intervention, through government-constructed and government-owned 
production. In the southeast, this was done through the Tennessee Valley 
Authority; in the southwest, through the power development attendant 
on the Hoover Dam; in the northwest, through the power development of 
the Columbia River. The scheduled power development in the east, the 
St. Lawrence, was blocked owing to controversy over the Seaway. This 
is a pattern emerging slowly owing to determined opposition by the elec- 


% In 1925, only 3.2% of the 6,300,000 farms in the United States were served by electricity. 
In 1935, only 10.9% were electrified. In that year, the percentages in some countries were 
these: 
85% electrified farms 


“oe ae 
“ 


Jurisdiction to compel extension is exercised commonly by state public utilities commissions. 
Frequently the legal power to compel extension is, in terms, broad; but has been severely 
limited in practical application. But a Missouri commission found that an extension of seven 
hundred feet of trolley line to a schoolhouse was unreasonable. Herchenroeder v. St. Joseph 
Co., 16 Mo. Public Service Comm’n Rep. 306 (1927). A California commission forced a 
water company to extend its mains two thousand feet to a settlement of one hundred families. 
Lukrawka v. Spring Valley Water Co., 169 Cal. 318, 146 Pac. 640 (1915). A review of the cases 
indicates power to compel extension of lines and service within relatively narrow limits to areas 
where profitable operation can be demonstrated. 


27 The Rural Electrification Administration was originally created by the President by 
Executive Order 7037, May 11, 1935, under authority of the Emergency Relief Appropriations 
Act. Subsequently, in 1936, the Norris-Rayburn Act, the present Rural Electrification Act, was 
passed, 49 Stat. 1363 (1936), 7 U.S.C.A. § 901 (1945). 


%8 Ibid. The best review of the large picture is found in Twentieth Century Fund, Electric 
Power and Government Policy: A Survey of the Relations between Government and the 
Electric Power Industry (1948). See also the ‘Report of the President’s Committee on Water 
Power Policy,” released by the Government in 1951. 


** This conclusion fairly follows from the report of the Twentieth Century Fund Committee, 
op. cit. supra note 25, at 766-67. 
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tric power industry but with considerable definiteness.*° Intervention of 
the state in this case is split into an illogical division of functions between 
the Securities & Exchange Commission, acting under the Public Utility 
Holding Company Act, regulatory powers granted to the Federal Power 
Authority, and direct jurisdiction of the Department of the Interior over 
the northwest and southwest production projects, while a fourth element 
is introduced by the separate powers and organizations of the Tennessee 
Valley Authority. 

6. Oil. The oil industry, commonly thought of as a stronghold of un- 
regulated enterprise, in point of fact works under a planning system vigor- 
ously sought by it and largely organized by a mechanism of its own 
choice. Impact began first in the early ’20s when a shortage was feared and 
the Federal Oil Conservation Board was constituted to assure an adequate 
supply. But in 1926 the problem was reversed when new discoveries, com- 
mencing with the Seminole Field in Oklahoma, cascaded supplies into the 
market, followed by the development of Kettleman Hills in California 
(1928), Oklahoma City (1929) and of the greatest oil pool in the world, 
East Texas (1930). As a result, the American Petroleum Institute in 1929 
set up a plan for voluntary production control and market stabilization; 
the Department of Justice condemned this as violative of the Sherman 
Act. It then attempted a code of fair practice under Federal Trade Com- 
mission procedure (July, 1929) which proved ineffective. A voluntary 
committee on petroleum economics in 1930 worked with the Bureau of 
Mines and the Department of Interior, endeavoring to estimate petroleum 
consumption and equate production to these estimates, by curtailing ac- 
knowledged production. This involved state cooperation. In 1931 an 
agreement was made between three states—Oklahoma, Kansas and Texas 
—but much oil not contemplated in the agreement circulated between 
states, the three states found themselves unable to enforce their local poli- 
cies, and the problem of “hot oil” became literally a fighting issue. Under 
the short-lived NRA, an oil code was approved on August 19, 1933, the 


* The Government program was fought first in the courts on constitutional grounds. 
Tennessee Elec. Power Co. v. TVA, 21 F. Supp. 947 (E.D. Tenn., 1938), aff’d, 306 U.S. 118 
(1939). The propaganda and political campaign is going on even now. For the earlier stages 
of it, see Ransmeier, Shadow and Substance in the TV. TVA Controversy 6, Vanderbilt Univ., 
Papers of the Inst. of Research and Training in the Soc. Sci. (1941); Lief, Democracy’s Norris 
(1939); Lilienthal, TVA, Democracy on the March (1944); Collins, Uncle Sam’s Billion Dollar 
Baby (1945); Green, An Analysis of the Real Cost of TVA Power (1948). 

" Hodge, The Tennessee Valley Authority, A National Experiment in Regionalism (1938). 

* For the spectacular and turgid history, see Hayden, Federal Regulation of the Produc- 
tion of Oil (1929); Watkins, Oil: Stabilization or Conservation? (1937); Frey and Ide, A 
History of the Petroleum Administration for War (1946). For the local warfare and resulting 
martial law, see Sterling v. Constantin, 287 U.S. 378 (1932). 
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Secretary of Interior becoming the Oil Administrator, and a Federal 
Tender Board was set up to try to chart the flow of illegal or “hot”’ oil. 
This was submerged in 1935 when the NRA was held unconstitutional.** 
However, on February 22, 1935, Congress enacted the Connally “hot 
oil” Act as emergency legislation,** re-establishing the Federal Tender 
Board, and it is today substantially the enforcing agency, administered by 
the Oil and Gas Division of the Department of Interior. But the major 
planning operation was really set up in 1935 by an interstate oil treaty 
or compact executed by the Governors of the mid-continent oil producing 
states, and consented to by the Congress on August 27, 1935.* This com- 
pact has been continued to the present with biennial approval by the 
Congress, the twenty-one oil producing states being presently parties to it. 

The substance of the agreement calls for the producing states to “‘coor- 
dinate’’ their policies through an interstate Oil Compact Commission, so 
that production shall be substantially equated to estimates of consump- 
tion made annually by the Bureau of Mines of the Department of Interior. 
We can perhaps exclude, as merely temporary, the World War II mecha- 
nisms for planning, carried on through the Petroleum Administration for 
War in conjunction with an industry committee, the Petroleum Industry 
War Council. As a practical matter, the Oil and Gas Division of the De- 
partment of Interior, created by an Executive Order in 1946,* operates in 
conjunction with the National Petroleum Council to estimate probable 
consumption, and the Interstate Commission regulates production. The 
heart of the job is thus an arrangement by which an estimate of production 
is made by a federal agency acting in conjunction with an industry com- 
mittee, and an interstate oil compact causes the states so to handle their 
local regulation that production shall more or less equate to those esti- 
mates. A federal law, the Connally Act,*” makes possible its enforcement. 

%8 Schechter Corp. v. United States, 295 U.S. 495 (1935). 

* 49 Stat. 30 (1935), 15 U.S.C.A. § 715 (1948). This is now part of the permanent Federal 


%6 H.J.R. 407, 74th Cong. ist Sess. (1935), approving the compact under the provision of 
U.S. Const. Art. 1, § 10. For the scheme itself, see Statement of A. G. White, Chief Economist, 
Petroleum Economics Division, Bureau of Mines, Dept. of Interior, American Petroleum Insti- 
tute, Petroleum Industry Hearings before the TNEC 547-550 (1942). For a criticism, see Ros- 
tow, A National Policy for the Oil Industry (1948). The petroleum industry generally appears 
to support the plan. 

Obviously, specialized production problems (handling of offset wells, prevention of waste- 
ful use of oil fields, and other conservation needs) enter the picture. Yet the dominant impact 
was a flow to market of suddenly discovered oil, resulting in a price for crude oil claimed to 
be below cost of production. 

* Exec. Order No. 7932, amending Order No. 7756, 11 Fed. Reg. 5985 (1946). 


37 49 Stat. 30 (1935), 15 U.S.C.A. § 715 (1948). 
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Yet the scheme would be probably impossible were it not for the fact there 
is considerable degree of concentration in refining so that, at bottom, the 
refineries really enforce a legal system of planning in whose devising they 
themselves played a major part. 

This is strictly a planning operation. It approximates the outline of the 
production and consumption budgets which form part of the basic plan- 
ning of the Labor Government which has just relinquished office in Great 
Britain. 

7. Sugar. Reference need only be made to the Sugar Act of 1948** re- 
cently reenacted for a further period of four years. The salient portions of 
the plan appeared first in Section 608(a) of Title 7 of the Agricultural 
Adjustment Act*® which in turn was superseded by the Sugar Act of 1937.*° 

The concentrate in question is, of course, the small group of sugar re- 
fineries headed by the American Sugar Refining Company; these, how- 
ever, have to work with a much larger group of smaller refineries, chiefly 
beet sugar producers in the Middle West. Here at the request of the in- 
dustry and under a plan substantially conceived by them, the Department 
of Agriculture in each year estimates the amount of raw sugar which the 
country will presumably need, and fixes the quotas for imports from sugar 
producing countries outside the United States which will supply all the 
estimated raw material needed. Quotas thus fixed may be increased or de- 
creased in the event that circumstances require it, but the intended effect 
is to stabilize the price of sugar by equating supply (controlled through the 
control of imports of raw sugar) to estimated demand. 

This particular piece of industry-government planning is interesting 
because, again, it originated in demand for it by the industry rather than 
by the community. In point of fact, the plan has contributed to the finan- 

% 61 Stat. 922 (1947), 7 U.S.C.A. § 1100 (Supp., 1951). The sugar industry has benefited— 
or suffered—less from laissez faire than most industries. British planning and control measures 
affected American Colonial history as, for instance, in the case of the Sugar Act of 1733. The 
late Charles W. Taussig, Esq., of New York, ran across a manuscript report of a committee 
of North American sugar producers and merchants who had repaired to London to lobby for 
inclusion of provisions advantageous to them. Aside from tariff control, with a differential 
granted to Cuba to assist her in achieving independent national status after the Spanish- 
American War, relatively little direct intervention occurred in this country until 1933. In the 
period of depressed prices in 1920-1933, a private plan was evolved by the late Thomas Chad- 
bourne, Esq., of New York, the gist of which was that Cuba would reduce its sugar production 
and exports under stated conditions of production and price, the hope being that the United 
States’ price of raw sugar would thus be stabilized. Though the Cuban government enacted 
the plan, it failed owing to increase of production elsewhere. Since adoption of the Agricultural 
Adjustment Act of 1933, 48 Stat. 31 (1933), 7 U.S.C.A. § 601 (1939), some sort of controlled 
system in the United States has been in virtually continuous operation. 

® 48 Stat. 31 (1933), 7 U.S.C.A. § 608(a) (1939). 

50 Stat. 903 (1937), 7 U.S.C.A. § 1100 (1939). 
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cial stability of the sugar refineries and also of the beet sugar producers and 
the relatively small Louisiana and Florida cane sugar producers. On the 
other hand, it has kept the price of a staple commodity to the American 
consumer higher than it might otherwise have been. 

8. The Radio Industry. The impact here arose from the inescapable 
physical fact that more than one radio transmission station cannot occu- 
py the same wave length.*' Mere requirement of order in the air waves 
forced the government, in the person of Mr. Herbert Hoover (then Sec- 
retary of Commerce) to attempt regulation and planning; and when the 
courts decided he had not power to do this in 1927, legislation was ob- 
tained from the Congress. The scheme of the Federal Radio Act of 1927 
was amplified, in the light of further experience and considerable discus- 
sion, between the government authorities and the radio industry, by the 
Federal Communications Act of 1934** constituting the Federal Commu- 
nications Commission with power to license stations and allocate wave 
lengths. The result of their allocation has been to constitute four major 
national networks—a concentrate; and smaller regional networks, again 
local concentrates.“ Locally, of course, there can be a very considerable 
degree of free competition. But the sequelae of the plan have been un- 
limited—and the end is clearly not yet. 


9. Electronics. The large and growing electronics industry has not yet 
reached as defined a pattern as some of these we have noted. Yet, prac- 


“1 In 1912, to carry out the provisions of the Treaty of London, the Congress of the United 
States passed an Act requiring all radio stations to require a license for the operation of a 
radio transmitter. 37 Stat. 302 (1912), 47 U.S.C.A. § 51 (1927). 


By this time, the concentrate was complete. Under agreement of 1920, American Tele- 
phone & Telegraph Company, Westinghouse, General Electric, the then owners of Radio 
Corporation of America, had arranged matters under their patent rights. General Electric and 
Westinghouse were to make radio receiving sets. Radio Corporation of America did the selling. 
American Telephone & Telegraph had the exclusive right to make transmitters. American 
Telephone & Telegraph Company desired to limit its business to communications and it 
dropped out in 1926, in favor of Radio Corporation of America. The radio transmitting sta- 
tions accepted the assumed power of the Department of Commerce for a brief period; these 
powers were then challenged and held insufficient, Hoover v. Inter-City Radio Co., 286 Fed. 
1003 (C.A.D.C., 1923) holding that the powers of the Secretary of Commerce were not dis- 
cretionary; but the Secretary’s regulations were in general accepted. But in 1926, the Zenith 
Radio Corporation simply ignored an order of the Secretary of Commerce whocommenced crimi- 
nal action under the penal section of the Act of August 13, 1912. The Court held that Secretary 
Hoover did not have the power he claimed, United States v. Zenith Radio Corp., 17 >. 2d 614 
(N.D. Ill., 1926), and the Attorney General of the United States rendered a similar opinion, 
35 Atty. Gen. Rep. 126 (1926). President Coolidge then appealed to Congress and the result 
was the Radio Act of 1927, 44 Stat. 1162 (1927), 47 U.S.C.A. § 81 (1927). 


43 44 Stat. 1162 (1927), 47 U.S.C.A. § 81 (1927). 
44 48 Stat. 1064 (1934), 47 U.S.C.A. § 151 (Supp., 1951). 
“ [This footnote has been omitted.—Eb.] 
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tically, there has been both impact and a degree of ordered result arising 
out of the fact that a considerable part of armament work is electronic, 
and that the government of the United States is far and away the largest 
customer for the more advanced electronic developments. Just as after 
World War I, the government of the United States, largely acting through 
the Navy Department, caused the creation of the Radio Corporation of 
America, so today the handling of government orders is building, in ad- 
vance, a concentrate chiefly of four companies—General Electric, Radio 
Corporation of America, International Telephone & Telegraph Company 
and Westinghouse—with a number of smaller companies like Sylvania 
slowly emerging. In this respect, the end is clearly not yet though the 
present stage of affairs is not fully disclosed for security reasons.“ 

10. Wire Telegraph. Note need only be made of the wire telegraph in- 
dustry. This is now a monopoly, created by Congressional approval given 
to the merger of Western Union Telegraph and Postal Telegraph.“ 

Mention may also be made of the Packers and Stockyards Act of 1921“ 


“ The impact of the electronics industry upon the state is interesting, and perhaps may be 
the pattern for impacts in other industries—for instance, chemicals. World War II immensely 
widened the use of electronics, for example, in the fields of radar, proximity fuses, marine and 
submarine sonic devices and the like, as well as in more intensive developments of radio com- 
munication. Later, developments in the field of nuclear fission still further forced research and 
application in the electronics field. Research was carried on not only by the government 
itself but also by contract in the laboratories of the larger electronics companies. As practical 
applications were worked out, ‘‘developmental orders” were placed by the government, one 
objective being to give the plants of these companies experience in technique in manufacturing 
the ensuing devices. This, of course, had a double effect: the means of manufacturing the de- 
sired devices were brought into being, but also the companies themselves were made fully 
familiar with the latest developments in research available to the government even though 
they ranged beyond the discoveries in their own laboratories. The Atomic Energy Commission 
has announced that certain of these companies, including General Electric Company, have been 
given experimental contracts, for example, to turn atomic power into practical use. The larger 
companies thus become virtually partners of the government in developmental operations, and 
have, in consequence, an inevitable senior position in civilian and commercial development. 
But in the developmental stage the requirements of military secrecy as well as great technical 
efficiency necessarily limit the number of companies thus endowed with almost incomparable 
**know-how.” 

This, of course, has not prevented a series of skirmishes or even pitched battles between the 
government and the industry in other respects. A recent antitrust decree, United States v. 
General Electric Co., 82 F. Supp. 753 (D.C.N.J., 1949), decided that General Electric Com- 
pany, Westinghouse Electric Company, and others, had conspired to monopolize the in- 
candescent electric lamp business, and at present proceedings suggest the possibility of a 
decree requiring General Electric to divest itself of part at least of its incandescent lamp busi- 
ness. Yet in dealing with this the court took note of the fact that the General Electric Company 
had accomplished outstanding mechanical and technological advances, making possible pro- 
gressive price reduction policy. 

«7 Communications Act of 1934, at § 222, 57 Stat. 5 (1943), as amended, 61 Stat. 501 (1947), 
47 U.S.C.A. § 222 (Supp., 1951). 


42 Stat. 159 (1921), 7 U.S.C.A. § 181 (1939), 
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which, however, must be taken in conjunction with the decree obtained as 
a result of a Sherman Act proceeding against the principal meat packers 
in 1920. Not infrequently consent decrees embody a scheme to provide, ad 
hoc, judicially, legislation serving as a basis of the plan. In one interesting 
case an antitrust decree furnished the sole base—for example, the handling 
of the gunpowder industry as a result of a decree obtained in United States 
v. E. I. du Pont de Nemours & Co. 

The list could be multiplied at tedious length—and this without touch- 
ing on the agricultural fields of staple grains, cotton, and the like, which 
are outside the industrial field and in general do not rest on the basis of 
corporate concentration of function. A word is in order relative to the in- 
dustries, equally concentrated, which have not had serious impact and, 
therefore, have not been drawn into some industry-government planning 
operation. 

Notable among these is the telephone industry. This is substantially a 
monopolized industry. But the planning of this giant corporation has so 
nearly kept step with the requirements of the community that there has 
been no major complaint. The service has been undeniably the best in the 
world. The rates have been on the whole acceptable. The extension of 
service has been rapid enough so that—save as an aftermath of war— 
telephone service has been substantially available to anyone who desired 
it. The corporation has severely refrained from using any of the by-prod- 
uct powers which can flow from power over communications.®° The com- 

188 Fed. 127 (C.C. Del., 1911). The “Powder Trust Case” and decree thereunder was 
one of the early pattern cases in concentrates. Having adjudged E. I. du Pont de Nemours & 
Company guilty of monopolizing the gunpowder trade, the court ruled that it should not only 
divest itself of part of this business but should set up, equip, staff, and finance the entry into 
the business of two other corporations (Atlas Powder Company and Hercules Powder Com- 
pany), thus creating a concentrate of three in place of a monopoly of one. This has been, 
virtually, the pattern of the industry ever since. It is interesting to note that nearly forty 
years later an exactly similar solution was worked out in the aluminum industry, though in 
that case the government brought the two competitors, Reynolds Metals Company and Per- 


manent Metals Company (later Kaiser Aluminum Company) into existence by sale to them 
of war plants. 


& Of interest in this connection is the decision by the American Telephone & Telegraph 
Company, in or about 1924, to drop out of the radio broadcasting field though they had been 
one of four companies associated in developing this industry. The essential decision was that 
transmission of communications was a business in itself; entertainment, education, advertising 
and so forth, was a quite different business. Again, though Bell Telephone laboratories had 
pioneered much of the work in television, American Telephone & Telegraph Company took no 
part in exploiting the resulting industry, presumably for the same reason. A single instance of 
serious impact, when the community felt its requirements were not being met, arose from the 
shortage of telephones and telephone equipment immediately following World War II. The 
community accepted the company’s statement attributing shortage to production restrictions 
in wartime, and so, rightly, were convinced that the company was doing everything possible 
to meet the requirements. This was a sharp contrast to the attitude taken both by and towards 
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munity, and indeed the state, have relied on the American Telephone & 
Telegraph Company and its component parts to satisfy the need; and 
community expectations have been met. 

To a less extent somewhat the same thing is true of the automobile in- 
dustry—again an industry dominated by concentration though with a 
high degree of competition within the corporate frame. This competition, 
and vigorous management, has in the main satisfied the community de- 
mands. There have been occasional preliminary skirmishes, leading to an 
industry policy of freely exchangeable patents; there have been moments 
(this was notable through 1947-1949) when the price policies of the com- 
panies and the practices of the dealer-marketing arrangements led to 
widespread complaint. But the impact was not severe and was safely navi- 
gated, at least for the time. 

On all the evidence, of which the foregoing is a sample, it is submitted 
that the pattern of relations of the corporate concentrate with the govern- 
ment is the formation of arrangements which involve a greater or less de- 
gree of planning. This is no longer a dim possibility. It is an accomplished 
fact, a road regularly traveled, a process not generally known publicly but 
generally accepted.” 

Indeed, in all these cases, if the government did not intervene a high de- 
gree of industry national planning would be occasioned by the mere fact of 
the concentrate itself. In that case, the planners would be officers of cor- 
porations, enjoying no public or political status. But planning there would 
be. It could hardly be otherwise. Even in the case of highly competitive 
industries—for example, the motor car industry—the margin within which 
competition is possible is relatively small. The area in which large com- 
panies are necessarily controlled by underlying conditions, as for instance, 
the cost of labor, the cost of materials, the break-even points of large fac- 
tories, and so on, means that the bulk of their policies by sheer necessity 
coincide. Small, individual producers cannot easily invade the field. In 
any case, there is a large common denominator of habit and point of view 
among men who though they nominally, and perhaps actually, compete, 
nevertheless live in the same or similar backgrounds, deal with the same 
problems, are judged by the estimate of their colleagues in the industry, 


the steel industry where the record disclosed that the steel industry had underestimated the 
post-war demand in the first place, believed it temporary in the second place, and was believed 
to have been motivated in part by fear of expanding production. 

51 In the antitrust sector, this is beginning to be recognized. See a very thoughtful article 
by Carlston, Antitrust Policy: A Problem in Statescraft, 60 Yale L.J. 1023, especially at 1083 
(1951), suggesting that the antitrust laws are really relied on to define and require conformity 
to norms of conduct for business institutions. 
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and thus tend to conform to common patterns of thought and behavior. 
In the strictly monopolized industries, of course, there is, almost by hy- 
pothesis, planning. 

IV 

Examination of these industrial fact situations and of the resulting rela- 
tive stabilization of their relations with the community indicates the ex- 
istence of community requirements capable of enforcing their satisfaction. 
This may be called the “inchoate law” of the system of industrial concen- 
trates, up to the point where it has become explicit, as it often has. 

As far as can be stated, the requirements thus imposed are as follows: 

First: The industry must supply an amount of goods and services for 
which it has made itself responsible sufficient to meet reasonably antici- 
pated demand. 

Second: The price must be “‘acceptable.”’ This does not mean “‘fair’’ or 
even “equitable.” It means, quite simply, a price which does not incite the 
anger or opposition of the community, or create a feeling that the com- 
munity is being victimized. An “‘acceptable”’ price is not to be confused 
with the “reasonable” price concept in Public Utility law. 

In addition to this, two further requirements appear slowly to be 
materializing though they perhaps represent the community requirements 
of tomorrow rather than of today. They are: 


Third: Requirement that the industry shall be so operated as to give 
some stability of employment; 

Fourth: Requirement that the industry shall not be discontinued or re- 
located in a manner which will occasion a great measure of hardship or 
distress to the community in which it operates. 


V 

We have thus far examined only the results of requirements imposed for 
the assumed benefit of the community as a whole. It is necessary to follow 
now the emerging requirement of a degree of minimal protection for indi- 
viduals dealing within the system of a concentrate. 

By far the most developed branch of this subject deals with relations 
of employers with labor. It comes under the separate and quite systema- 
tized head of “Labor Law.”’ It is not dealt with here—not because it is not 
relevant but because it is already a specialized, well recognized, and very 
highly developed system of law. The other, less systematized, branch of 
the same subject is the protection offered individuals other than em- 
ployees who deal with concentrated economic power. 

The basic emerging concept appears to be a restatement, in economic 
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terms, of the constitutional requirement that every man is entitled to 
“equal protection of the laws,” and that no arm of the state shall deny 
him life, liberty or property without due process of law. 

It is here submitted that a corporation or concentrate of corporations, 
so situated that it has power seriously to affect the individual life of a 
patron or customer, has become an arm of the state so that its actions are 
reviewable to determine whether or not they accord with the constitu- 
tional limitations and requirements imposed on states. Two applications 
of this rule have already been made, namely, (1) that a corporation in a 
position of such power may not unreasonably discriminate as between one 
customer and another; and (2) it may not exercise its economic power so 
as to deny or hinder the exercise by any person of his constitutional right 
of freedom of speech and freedom of worship. It seems probable that these 
two applications (which have already begun to find judicial expression) 
are merely the beginning of rather wider and more detailed application as 
economic power may increasingly be exercised by nominally private en- 
terprises. 

Again, the argument can only be summarized in this paper. 

Within the historic field of public utilities, discrimination on account of 
race was matter of frequent controversy in the courts; discrimination was 
forbidden by Section 3 of the Interstate Commerce Act. The second is 
both personal and economic—economic distribution through rebates or 
other discriminatory service, favoring or penalizing one as against an- 
other, was outlawed as a practice of carriers under the Act. 

This might be dismissed as merely carrying forward an historic public 
utility pattern. But the same could not be held true of the reasoning of the 
courts in Mitchell v. United States.** There, the dictum of the Court was 
that while discrimination was certainly a violation of Section 3 of the In- 
terstate Commerce Act, yet in any case “‘the denial to the appellant of 
equality of accommodations because of his race would be an invasion of a 
fundamental individual right which is guaranteed against state action by 
the Fourteenth Amendment.’ In 1948, the Supreme Court in Shelley v. 
Kraemer ,® set up a line of reasoning bound to enter the field we have been 
discussing. In that case, racial restrictive covenants made by and between 
private land owners were held unenforcible by the state courts since in en- 
forcing them, the state courts would be committing a violation of rights 
created by the first section of the Fourteenth Amendment, and guaran- 


52 24 Stat. 380 (1887), 49 U.S.C.A. § 30 (Supp., 1951). 54 Thid., at 94. 
53 313 U.S. 80 (1941). 58 334 U.S. 1 (1948). 
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teed to the individual. “The rights established are personal rights,’’ ob- 
served the Court. It was true, the Court observed that private conduct 
alone, however discriminatory or wrongful, does not violate rights guaran- 
teed by the Fourteenth Amendment. But where the action violative of 
such rights is taken by authority derived from the state, the Amendment 
comes into play. There remains only the question whether violation by a 
corporation has this color of state action. 

Obviously, a corporation exists by virtue of a charter; it comes into ex- 
istence and derives authority to act as a collectivity by reason of state 
authority. In some sense, indeed, it exists by reason of the state interest 
in carrying forward commerce and industry. The economist would add 
that the power it derives from its size is an essential element of, if not a 
direct and foreseeable result of, such state action. In at least one leading 
case, Marsh v. Alabama," the Supreme Court approached the subject. 
There a corporation owned a company town; as owner, it prosecuted for 
trespass the distributors of religious tracts on the streets of the town; the 
Supreme Court held that when private property had reached the point of 
being engaged in a public function, the exercise of property rights could 
not interfere with the Constitutional right of freedom of speech and of re- 
ligion. Taking the two lines of argument—that flowing from Shelley v. 
Kraemer and that flowing from Marsh v. Alabama, the conclusion seems 
reasonably predictable. If, for instance, a corporation dealing in goods 
or services essential to the life of an individual discriminates against a cus- 
tomer on the ground of race or in a matter which invades his Constitution- 
al right of freedom of speech or religion, it would seem that there is a vio- 
lation of the guarantees of the Fourteenth Amendment. One remembers 
that the old decree of exile in Rome was prohibition of the use of fire and 
water within a stated distance of that city. Refusal to serve, or discrimina- 
tion in service, by a corporation could, in an extreme case, accomplish that 
result. The thrust of the doctrine here propounded is precisely that where 
the corporation by reason of size or of degree of concentration has acquired 
power giving it the capacity to impede personality or personal life it has 
become, tanto qanto, an arm of the state both because it is a state char- 
tered corporation and because it is relied on by the community as a neces- 
sary part of its economic function. 

The doctrine here put forward goes no farther than that. An individual 
corporation may perhaps indulge the luxury of private discrimination 

% Tbid., at 13. 

57 326 U.S. 501 (1946). 
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against a customer in a situation in which fifty other corporations are 
quite prepared to meet the customer’s demand. In such case, there is no 
denial of equal protection of the laws for the simple reason that the corpo- 
ration is not in a position to produce that result. But as it accumulates 
power, as it is increasingly able appreciably to affect the conditions of life 
of its customer, it approaches, and at length, falls under the limitations 
imposed on the state itself. 

The foundation cases raised the problem of discrimination on the 
ground of race or religion. The principle of equal protection of the laws 
would seem to apply with equal force to a problem merely economic. If, 
for example, one of the principal members of the aluminum concentrate, 
for strictly intra-mural reasons, disliked a certain fabricator of aluminum 
and by consequence unreasonably discriminated against him, either in 
price, terms of service, and so forth, so as to endanger his livelihood, it 
would appear that the Constitutional principle would apply. And this 
would be true likewise in a case in which the corporation acted as buyer 
as well as seller, though here the lines are far less clear, and the law is like- 
ly to be longer developing. More probably, in this respect, the law will de- 
velop as a by-product of the Antitrust Act. Indeed, the development is 
foreshadowed by the present actions against American Telephone & Tele- 
graph Company, asking divesture of its interest in Western Electric, and 
against the Dupont Company, asking it to dispose of its holdings in Gen- 
eral Motors.®’* The express reason urged is that this tends to require pur- 
chase by the connected companies of their respective products, and denies 
others a fair chance at the market. Certain of the provisions of the Robin- 
son-Patman Act tending to prevent discrimination in terms of sale fall 
perhaps into the same category. As in the race discrimination cases, the 
first line of attack is through the field of trade regulation. But the ultimate 
principle seems Constitutional in nature. 

If, instead of electing to carry on its economics through the form of the 
concentrate, the United States had adopted the practice of carrying on the 
same functions through asocialized governmental bureau, the Fifth Amend- 
ment (or in the case of the state, the Fourteenth Amendment) would clearly 
apply. As the form of the concentrate, and peculiarly the state regulated 
and state planned concentrate, becomes increasingly the mode, there 
would seem to be no escape from similar treatment. We have come a long 

57 The complaints are found in the CCH Trade Reg. Rep. 961,219, United States v. E. I. 


du Pont de Nemours & Co., Civil Action 49, c. 1071 (1949), and 961,186, United States v. 
Western Electric Co. and American Telephone & Telegraph Co. (1949). 
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way from the dictum of Justice Bradley in the Civil Rights Cases* that a 
private wrong cannot offend the Constitution. We have traveled that dis- 
tance because, quite simply, the large corporation, especially in a concen- 
trate which dominates an industry, is not ‘‘private” in any individual 
sense. 

VI 


The emergence of the concept of protection of individuals, be they sup- 
pliers or customers, along with the emerging system of rights of labor and 
workmen, means in substance a system of protection for the individuals 
constituting all of the groups with which a great corporation comes into 
contact. And here perhaps is the deep cleft between the systems now com- 
peting for dominance in the modern, industrialized world. The legal struc- 
ture in our system subjects the dominant economic organization and the 
holder of the power created by it to limitations for the purpose of protect- 
ing individuals in their essential freedom. It subjects them to a measure 
of planning for the protection of the community as a whole in the measure 
and to the extent that the community considers protection to be neces- 
sary. In this respect, we are merely doing to great corporations what the 
Norman law, later Magna Carta, did to the Crown and the great nobles 
in the feudal period. Even in the case of a modern corporation there is 
coming to be the right to cry, “Haro,” and assure a hearing where per- 
sonal liberty has been unreasonably invaded. 

We may close by glancing down a very long vista. 

History appears to exhibit a cycle in which social organization is some- 
times dominated by organization and ascendant power, and at other 
times by highly individualized life with a high degree of i..Jividualized 
possessory property. The core of the feudal system rested not on property 
but on power. This was gradually dispersed : the collectivized power of the 
feudal dukes dissipated into the individual titles of tiny landholders in the 
nineteenth century. The industrial era appears to have compelled a large 
measure of recollectivization of property. It has used the socialist bureau 
or the modern corporation as its two principal methods. In great areas, 
we have moved away from the individual and possessory property stage 
into a stage of great organization. But organization, economic as well as 
political, turns on power, not on title. Protection of individual liberty 
might possibly be carried out by impeding or preventing recollectivization 
of economic function with its attendant increase of power in private or 
public hands or in both working together. Nowhere, so far as this writer 
#8 109 U.S. 3, 17-18 (1883). 
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is aware, has such a policy been successfully pursued in recent years. Ap- 
parently the community has wanted or needed the results of large organi- 
zation more than it feared the existence of such organization. It follows 
that the protection of the essential freedoms instinctive in Anglo-Ameri- 
can law and in the American democracy involves the development of at 
least two bodies of law, both of which are appearing. The first is a require- 
ment that the collectivized organisms essential to the economic life of the 
modern state shall be so handled that they can and do acceptably perform 
their functions of supply and growth. The second is that within them, and 
as an offset to their necessary organization and power, the basic rights of 
individuals shall be as scrupulously protected against them as they were 
against the erstwhile political state. Thus we are merely retracing in this 
field a legal history analogous to that of the taming of feudal institutions 
since Magna Carta, seven centuries ago. 





THE MODERN CORPORATION— 
TWENTY YEARS AFTER* 


Davip McCorp Waicutt 


the full force of the crash of 1929 and the mental and economic 

chaos which followed—a rereading of Berle and Means’ famous 
book has had a special significance to me. For the “Modern Corporation” 
was one of the “great” books of the early NIRA period—one of the things 
“everybody” had to read when I was of the elect. And so it is of special 
interest to ask how it stands up now. 

I confess I find the book, today, very difficult to get my teeth into. It 
seems to me that its significance to us must have been more in its over- 
tones than its actual content. There are a few basic ideas which seem ob- 
vious enough now, a great mass of statistical and legal documentation, and 
some pages of highly dubious economic analysis. I find it hard to deduce 
from the text a constructive economic philosophy. But scattered through 
the book are a number of extravagant statements, and Veblenite echoes, 
scarcely “proved” by the analysis, but nevertheless intriguing to an icono- 
clastic and disillusioned generation. And these side reflections and sugges- 
tions must have given the book its real “kick” —otherwise I am afraid 
that I cannot now account for it. 


‘ S ONE OF 7HE “GENERATION ON TRIAL” —just old enough to have felt 


I 


The book consists of three main theses of fact constantly combined, re- 
peated, and “proved” over and over again. Two of them still seem correct 
enough, though Berle and Means put them very strongly. That individual 
stockholders are apt to have very little control over management in large 
corporations hardly needs elaborate proof today. Was it really news in 
1929? Possibly so. Again, that the interests of management and of stock- 
holders are not always identical is also pretty well established now. Per- 
haps it too may have been news then, though one wonders. The third main 
thesis, however, is still a matter of fierce debate. Berle and Means main- 
tained that the “concentration of corporate power” had grown and was 
increasing. This conclusion has been fiercely challenged even today by 


* Berle and Means, The Modern Corporation and Private Property (1933). 
t Professor of Economics and Lecturer in Law, University of Virginia. 
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economists as far apart in attitude as M. A. Adelman and George Stigler.! 
Large size, we must recall, is one thing and monopoly another. And cer- 
tainly there never was a golden age of pure competition.” 

We cannot here enter into the details of the statistical battle other 
than to refer the reader to some of the main sources. Let us instead con- 
centrate upon the economic conclusions which were deduced in the 
original book. 

II 

From the fact that ownership and management have largely been sepa- 
rated in big corporations, Berle and Means deduced three points: (1) “If 
all profits are earmarked for the security holder, where is the inducement 
for those in control to manage the enterprise efficiently,””* therefore (2) “if 
(italics mine) profits must be distributed either to the owners or to the 
control, only a fair return to capital should be distributed to the ‘owners’; 
while the remainder should go to the control as an inducement to the most 
efficient ultimate management. The corporation would thus be operated 
financially in the interests of control, the stockholders becoming merely 
the recipients of the wages of capital.’’* Finally, therefore (3) “the passive 
property right of today must yield before the larger interests of society. 
... [I]t seems almost essential if the corporate system is to survive, that the 
‘control’ of the great corporations should develop into a purely neutral 
technocracy, balancing a variety of claims by various groups in the com- 
munity and assigning (italics mine) to each a portion of the income stream 
on the basis of public policy rather than private cupidity’”*—the authori- 
tarian cat thus at last emerging from the institutional bag!® 

In view of the economic illiteracy then and now existing it is not sur- 
prising that the first point should have gotten by. And yet it is extremely 
easily qualified. The manager who earns large profits for his stockholders 
will tend to receive a higher salary than the one who does not—because of 
competition for managerial talent. “Good brains,” as Schumpeter re- 
marks, “are desperately rare” and people are willing to pay highly for 
them. Thus there is incentive even if the profits go to the stockholders.’ 

1 See Adelman, The Measurement of Industrial Concentration, 33 Rev. of Econ. & Stat. 269 
(1951); Stigler, Five Lectures on Economic Problems (1949). 

* Cf. Wright, Toward Coherent Anti-Trust, 35 Va. L. Rev. 665 (1949). 

* Berle and Means, The Modern Corporation and Private Property 343 (1933). 

‘ Thid., at 344, 5 Tbid., at 356. 

* I say “authoritarian”’ for the sentence clearly seems to me to imply the possibility of the 


rule of a managerial elite who from their own ethical standards will ‘‘assign’’ income shares. 
Incidentally, how is this elite to be selected? 


7 One can still argue over relative adequacy. But Berle and Means are far more sweeping. 
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The second point is a bit more confusing and may possibly be rendered 
correct “by definition.” If by a “fair wage” of capital one means the 
amount necessary to call forth adequate, risk-bearing capital under the 
special circumstances of each case, then the principle is not wholly wrong, 
though the special claim of management to surplus elements—rather than 
any other group—is not immediately evident.* But if by “fair wage” one 
means merely some fixed arbitrary “reasonable” amount—-say five per 
cent—uniformly applied to the shareholders of all corporations regardless 
of risk, then the results may be very bad from the point of view of society 
as a whole even if the particular stockholders happen to be kept quiet. Full 
evaluation of this problem involves a more careful understanding of the 
risk-growth dilemma, and this we will take up shortly. 

Point number three, to conclude our summary, contains the greatest 
number of ambiguities. There has not been a reputable economist from 
Adam Smith on down who did not believe that the passive interests of 
property had to yield to the “larger interests of society”’ in some cases. In 
the most ultimate sense, indeed, property rights have always been consid- 
ered subordinate even by the most orthodox. For the orthodox classical 
economists merely felt that the “larger interests of society” were best 
served, in a number of cases, and in particular surroundings, by protecting 
property rights. Now what cases and in what surroundings calls for more 
discussion. But the paramountcy of the social welfare in an ultimate sense 
was never challenged. 

On the other hand, however, the mere paramountcy of the social inter- 
est is not ipso facto a self-evident reason for establishing the rule of an 
authoritarian group of managers to dole out income payments to this or 
that group as suits or seems fair to them—no matter how high-minded 
such managers may be. The second sentence of point (3) I have quoted 
is obviously an echo of Thorstein Veblen’s “Engineers and the Pricing 
System,”’ of institutional economics, and of technocracy, and to evaluate 
Veblenism one must again recur to the growth-risk problem. Accordingly 
we will now turn our attention to that. 


III 

The writer has long maintained that the fundamental weakness of much 
left wing thought, especially of Marxism and Veblenism, lies in a failure 
to understand the problem of economic growth, and before we go any 


*I say “surplus” for by definition anything over a “fair wage’’ for both groups must be a 
surplus. 
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further let us run over the essentials of that problem as simply and as non- 
controversially as possible.° 

The essential problem of economic growth is that it both comes through 
change and causes change. The change is of three types. In the first place 
simple expansion, in and of itself, will change the kinds of goods demanded 
and the proportions in which they are wanted. It is an old Marxian super- 
stition that the pattern of consumer wants only changes when some busi- 
ness man puts on an advertising campaign. Not at all. There would be un- 
predictable, unsymmetrical changes even if there were never an advertise- 
ment permitted. For the man who has lived in one small house will not 
simply live in two small houses. The man who has drunk one bottle of beer 
a day will not simply drink a barrel of beer a day. They will spontaneously 
“redesign” their tastes with growing economic welfare. 

A second type of change is also the passive result of simple expansion. 
Mere growth entails a redesigning of machinery. To build a boat twice as 
big as the one you have, you can’t just take the existing blue print and 
multiply everything by two. An alteration in size may mean a shift in the 
direction and relative intensity of the forces involved. This type of change 
is something different from invention. It means merely that, on the basis 
of existing technical knowledge, plant, equipment, and the labor force 
must be shifted and reorganized as output is increased. 

But finally there is the third type of change involved in new inventions 
—which, over the long pull, are integral parts of the growth process. With- 
out new inventions the law of “diminishing returns” sets in, and it be- 
comes more and more difficult to coax an increase in output. 

The crucial point to remember about all this is that the growth process 
entails at the very least an inevitable minimum of psychological insecurity. 
As we shift technique we must shift and retrain people. And there is no 
guarantee that those who are being shifted and retrained will always find 
equally important and equally congenial work in parts of the country that 
suit them! Full employment for the country doesn’t mean security for the 
individual. The idea that equal money income plus planning will avoid 
pressure groups is, I have often said, the bastard offspring of “economic 
man.” It springs from an unbelievably narrow view of human motivation. 
This point is elaborated and documented in the first chapter of the writer’s 
Capitalism.” The free development of the man with the new idea cannot 

* For documentation and further explanation of the analysis of this section, see Wright, 
Capitalism, c. I (1951). 

10 Tbid. 
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be the condition for the free development of the man who wishes to keep 
on in the old routine. 


IV 

We thus see that modern radical, and, indeed, much liberal thought 
suffers from a split personality. If “continuity” and serene routine are to 
be our highest values then we cannot have economic growth. Nor can we 
permit our scientists to make practical use of their discoveries. Nor can we 
allow independent opportunity to individuals—for if we do allow inde- 
pendent opportunity we will find someone “rocking the boat” by trying 
to introduce some new idea. A technological inquisition, as in Samuel 
Butler’s Evewhon, is essential. 

For this reason the writer has often pointed out that Veblen’s attitude 
toward technical change is highly inconsistent. He at once blames the 
business man for mot using new methods and at the same time criticizes 
him for interrupting the continuity of production. Whether Veblen ever 
quite recognized the fact or not his real goal is a stationary society ruled by 
Platonic guardians. Such a goal (from my point of view, fortunately) is 
not yet the aim of most Americans. The writer’s Democracy and Progress 
gives some of the difficulties involved.” 


V 


It is time to pull together our argument and explain why “The Modern 
Corporation’ no longer seems to me convincing. As explained in Democra- 
cy and Progress just referred to, the writer’s basic values are neither those 
of the pig, the epicurean, nor the yogi, but the aréist/* And startling 
though it may be to say so, I suggest that there is a certain fundamental 
similarity of temperament between the artist, the scientist, and the active 
businessman (entrepreneur, in Schumpeter’s special language). For all 
three of them are believers in satisfaction through activity, and through the 
creation of novelty. Capitalist cultures have helped to foster work of this 
sort because by their competitive decentralization no single massive 
“official” school of art, or science, or technology has been able to obtain 
control and force art and science into a strait jacket as was done by the 
Nazis and is now being increasingly done in Communist Russia. But this 
emphasis upon novelty-creation, and Whiteheadian “adventure” cannot 

Py mn Democracy and Progress at 23 especially (1949); see also Wright, Capitalism, 
c. ° 

1 Wright, Democracy and Progress (1949). 
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be combined with perfectly continuous process.'* I believe that we can 
maintain a reasonable degree of aggregate stability but, as already ex- 
plained, this does not mean security in routine for all individuals. 

The question next arises whether the emergence of some large scale 
business and some owners who do not control makes the values just stated 
unattainable under modern conditions. It is submitted that it does not. 
Much liberal thought is hopelessly mixed up by the confusion of fluidity 
with equality. Adequate competition does not necessarily imply a mere 
swarm of little business of equal size.'* It implies some big business, some 
middle sized business, and some little business and a reasonable amount 
of bankruptcy and turnover. 

Now to bring our argument down to earth, and to the terms of Berle 
and Means’ book, the adventurous technological progress which is the 
core of capitalism must imply a willingness to run risks. Furthermore this 
willingness must exist not merely on the part of the managers but also on 
the part of the lenders. A society in love with smooth routine, and heavily 
loaded with bonded debt, is not likely to show the requisite vigor. And 
when disturbances come—and some disturbances are obliged to come, 
short of absolutely centralized economic despotism, and probably even 
then—such a society is likely to be very unadaptable and vulnerable. 

Now the fact that a few big firms keep running “automatically” does 
not mean that we will necessarily find ourselves having an adequate mar- 
gin of risky new expansion and turnover. Today we hear a constant com- 
plaint regarding the shortage of “equity capital,” i.e., risk-taking stock- 
holders. This shortage, I submit, comes directly from policies which we 
have adopted, based directly upon reasoning similar to that of Berle and 
Means, and founded upon the idea that the risk-bearing stockholder has 
little function and deserves little respect. I refer to the double and triple 
taxation of corporate profits, to the attempts of the unions to restrict 
them to some conventional minimum and so on. “Risk, Uncertainty and 
Profit,” in the words of a great Chicago professor, still go together. And 
when we take out one, we should not be surprised to find the others suf- 
fering too. The fact that some corporations continue to run with little 
profit for shareholders does not mean that as many risk-bearing investors 
can be found as we need; it may even be the reason why they cannot be 
found. 

18 Whitehead, Adventures of Ideas, c. V (1933). 


14 Wright, Some Pitfalls of Economic Theory as a Guide to the Law of Competition, 37 
Va. L. Rev. 1083 (1951). 





THE MODERN CORPORATION AND 
THE ANTITRUST LAWS: 


FROM TRUST TO DISTRUST 


Jerrowp G. Van CisE* 


ONGRESS IN 1890 enacted legislation’ intended to ensure for this 
nation a competitive economy. Thereafter it proceeded from 
time to time to enact supplemental legislation’ paying at least lip 

service’ to this objective. The resulting statutes, popularly termed “‘anti- 
trust laws,’’* in most instances stated in general language the controlling 
legal principles, and in substance thereby added to the other duties of our 
judiciary the administrative task of applying those principles to our com- 
plex industrial society. 

The courts by the early 1900’s, in administering these antitrust laws, 
succeeded in formulating from the common law heritage of this legislation 
a rule of reason’—flexible, realistic and commendably practical. The judi- 
ciary properly shrank from forcing all industry to fit precisely into any 
rigid, unvarying procrustean bed. Subsequently, as new antitrust laws 
were enacted, such as the Clayton Act, this rule of reason was at least for 
a while extended to apply to these new statutory commands.‘ T*e courts 
in this manner considered the abstract legislative generalities of Congress 
and one by one effectively breathed life into them, and “it was good.” 

The most perfect creations of man, however, whether in the form of a 
constitution, a statute or an automobile, must still be administered by 

* Member of the New York Bar. 

1 Sherman Act, 26 Stat. 209 (1890), 15 U.S.C.A. § 1 (1951). 


* See, e.g., 28 Stat. 509 (1894), as amended, 15 U.S.C.A. § 8 (1951) (Wilson Tariff Act); 38 
Stat. 730 (1914), as amended, 15 U.S.C.A. § 12 (1951) (Clayton Act); 38 Stat. 717 (1914), as 
amended, 15 U.S.C.A. § 41 (1951) (Federal Trade Commission Act). 


* There is some dispute as to whether a competitive objective was sought after in such 
subsequent legislation as the Miller-Tydings Act, 50 Stat. 693 (1937), as amended, 15 U.S.C.A. 
§ 1 (1951) and the Robinson-Patman Act, 49 Stat. 1526 (1936), as amended, 15 U.S.C.A. 
§ 13 (1951). 


4 The Congressional definition of “antitrust laws” excludes from this term legislation such 
as the Federal Trade Commission Act. See 38 Stat. 730 (1914), 15 U.S.C.A. § 12 (1951). 


§ Standard Oil Co. v. United States, 221 U.S. 1 (1911); United States v. American Tobacco 
Co., 221 U.S. 106 (1911); United States v. Addyston Pipe & Steel Co., 85 Fed. 271 (C.A. 6th, 
1898), aff’d, 175 U.S. 211 (1899). 


® Int’] Shoe Co. v. FTC, 280 U.S. 291, 298 (1930); Standard Oil Co. v. FTC, 282 Fed. 81, 
86, 87 (C.A. 3d, 1922), aff’d, 261 U.S. 463 (1923). 
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man; which is to say that they must inevitably reflect the frailties of their 
mortal creators. The antitrust laws, accordingly, in their impact upon in- 
dustry, necessarily thereafter proceeded to reflect over the succeeding 
years the current beliefs and disbeliefs of their judicial administrators. 
The business community by degrees came to learn, to its dismay, that the 
legislative rules of competition were much like the laws of the Medes and 
Persians—they altered not in form but varied greatly in application when 
Cyrus was succeeded by Darius. 

Today, these truths should be self-evident to all who advise or partici- 
pate in industry: Congress by its antitrust enactments merely proposes; it 
is the Supreme Court which disposes. Depending upon the personnel of 
our courts, the corporate virtues of yesterday may be business risks today 
and a criminal offense’ tomorrow. Corporate management which solely 
looks for guidance from past antitrust rulings invites painful disillusion- 
ment in the future. He who runs even briefly over the course taken by our 
antitrust laws can readily read these truths and arrive at these conclu- 
sions. “Let us look at the record.” 


Tue OLp FaitTH 

The judicial administrators of our antitrust laws, in the days of our 
fathers, were ardent converts to a great and abiding faith, namely, faith in 
business. An initial decade of trial and error in construing these laws had 
persuaded our courts that he governs best who governs industry least. 

Our nation in those years was experiencing an unparalleled industrial 
growth. The tremendous contributions of business initiative in building up 
our ever-expanding economy were physically present on all sides. It be- 
hooved the public, the prosecutor, and even the courts, to walk humbly in 
the presence of the nation’s benefactors. The decisions of yesterday 
abounded, accordingly, with repeated reaffirmations of this profound 
faith of our fathers in business and in businessmen. 

On the one hand, business was assured by our courts that it was entitled 
to substantial freedom of action in making its competitive decisions: 
Effective competition requires that traders have large freedom of action when con- 
ducting their own affairs. Success alone does not show reprehensible methods, although 
it may increase or render insuperable the difficulties which rivals must face.* 

True, the courts realized, competition might be restrained by business, 
if given such freedom of action; but, after all, restraint was inevitable in 
any form of commercial transaction: 





7 See, e.g., United States v. South-Eastern Underwriters Ass’n, 322 U.S. 533 (1944). 
® FTC v. Curtis Pub. Co., 260 U.S. 568, 582 (1923). 
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But the legality of an agreement or regulation cannot be determined by so simple a 
test, as whether it resirains competition. Every agreement concerning trade, every 
regulation of trade, restrains. To bind, to restrain, is of their very essence.® 


Business was even assured great freedom in entering into agreements 
with competitors: 
The restrictions the Act imposes are not mechanical or artificial . . . they do not seek 
to establish a mere delusive liberty either by making impossible the normal and fair 
expansion of that commerce or the adoption of reasonable measures to protect it from 
injurious and destructive practices and to promote competition upon a sound basis. . . . 
Realities must dominate the judgment. The mere fact that the parties to an agreement 
eliminate competition between themselves is not enough to condemn it.’® 


On the other hand, governmental agencies such as the Federal Trade 
Commission were sternly warned by the courts to refrain from amateurish 
administrative interference with commercial matters: 

The powers of the Commission are limited by the statutes. It has no general authority 
to compel competitors to a common level, to interfere with ordinary business methods 
or to prescribe arbitrary standards for those engaged in the conflict for advantage 


called competition. . . . [I]t is essential that those who adventure their time, skill and 
capital should have large freedom of action in the conduct of their own affairs." 


Federal Trade Commissioners were warned that their functions were 
strictly limited to the tracking down of predatory and monopolistic prac- 


tices: 

It was never intended by Congress that the Trade Commission would have the duty 
and power to judge what is too fast a pace for merchants to proceed in business and to 
compel them to slow up. To do so would be to destroy all competition except that 
which is easy.” 

Even governmental investigators of industry were required to proceed 

modestly and with an appropriate appreciation of the deference due to 
business: 
Anyone who respects the spirit as well as the letter of the Fourth Amendment would be 
loath to believe that Congress intended to authorize one of its subordinate agencies 
to sweep all our traditions into the fire... and to direct fishing expeditions into 
private papers on the possibility that they may disclose evidence of crime."* 

Above all, the courts in administering our antitrust laws insisted that 
where businessmen were on trial they were to be regarded as innocent 
until clear evidence to the contrary was produced. Thus a mere showing 


* Board of Trade of Chicago v. United States, 246 U.S. 231, 238 (1918). 
10 Appalachian Coals, Inc. v. United States, 288 U.S. 344, 360 (1933). 

" FTC v. Sinclair Refining Co., 261 U.S. 463, 475-76 (1923). 

4 National Biscuit Co. v. FTC, 299 Fed. 733, 739 (C.A. 2d, 1924). 

48 FTC v. American Tobacco Co., 264 U.S. 298, 305-306 (1924). 
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that competitors in an industry tended to follow the price changes of one 
of their number was considered to prove little or nothing: 
And the fact that competitors may see proper, in the exercise of their own judgment, 


to follow the prices of another manufacturer, does not establish any suppression of 
competition or show any sinister domination." 


The realistic observation was made that: 
Grocers, butchers, and all other lines in the same markets generally sell the same things 
at the same prices, for the sound reasons that they wish to get all they can, that they 


cannot get more than the price at which the bulk of what is sold in their respective 
markets is selling, and that they do not think it wise to cut prices. 


Governmental efforts to win litigation, not by unequivocal evidence 
but on the basis of circumstantial deductions made by expert witnesses 
from general industrial data, were scathingly denounced: 

It has become an aphorism that there is danger of deception in generalities, and in a 
case of this importance we should have something surer for judgment than specula- 
tion, something more than a deduction equivocal of itself even though the facts it 
rests on or asserts were not contradicted. If the phenomena of production and prices 
were as easily resolved as the witness implied, much discussion and much literature 


have been wasted, and some of the problems that are now distracting the world would 
be given composing solution.'* 


Tue OLp RULES 


A corporation in the days of our fathers, by reason of this judicial defer- 
ence to business, was relatively untroubled by the antitrust laws. It was 
free to act on the assumption that what it did would be considered to be 
mere good, clean fun so long as it abstained from conduct of the nature 
proscribed by the pulpit. If it roughed up a competitor, it was able to 
count on receiving no more than a judicial reprimand, with an under- 
standing aside that boys would be boys. This golden age of faith in busi- 
ness indeed reached a point where judicial trust in effect endorsed indus- 
trial trusts. Combinations of as much as seventy and eighty percent of 
an industry were said to be unobjectionable.’” Whatever was, in industry, 
was right. 

Corporate management, to the slight degree it bothered to consider the 
antitrust laws at all, found the then current rules of the competitive game 
to be roughly as follows: 


14 United States v. International Harvester Co., 274 U.S. 693, 708-709 (1927). 

4% United States v. Standard Oil Co. (N.J.), 47 F. 2d 288, 316-17 (E.D. Mo., 1931) 

© United States v. U.S. Steel Corp., 251 U.S. 417, 448-49 (1920). 

17 United States v. Winslow, 227 U.S. 202 (1913); United States v. United Shoe Machinery 


Co., 247 U.S. 32 (1918); United States v. Quaker Oats Co., 232 Fed. 499 (N.D. Ill., 1916), 
appeal dismissed, 253 U.S. 499 (1920). 
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Selection of customers. The corporation, if acting independently of others, 
might deal or not deal with whom it pleased. Thus it could refuse to sell to 
price cutters.'* It might decline to buy from one who sold to competitors.'® 
The government had no right to'select its business customers.”” The law 
was clear: 


It is the right, “long-recognized,” of a trader engaged in an entirely private business, 
“freely to exercise his own independent discretion as to parties with whom he will 
deal.” 


Quotation of prices. The corporation enjoyed wide latitude in its pric- 
ing. It might follow the prices of a competitor,” utilize industry basing 
points” and sell at any level it pleased—even below cost.** One court sum- 
marized the law as follows: 


It is settled law that a trader or manufacturer engaged in private business, not of a 
public or quasi public character, may sell to whom he pleases, may charge different 
prices for the same article to different individuals, and may make such discrimination 
in his business as he chooses.” 


Method of distribution. In the absence of monopolization, a businessman 
might individually select any of the customary channels and forms for dis- 
tributing goods. He could sell to independent merchants, require exclusive 
dealing of them,” and promise in return to sell only to one in any area.”’ 
On the other hand, he might sell only through agents.** Even certain re- 
strictions on use and resale were permissible.”* It was said of the Sherman 
Act that 


18 United States v. Colgate & Co., 250 U.S. 300 (1919). 

1% FTC v. Raymond Bros. Clark Co., 263 U.S. 565 (1924). 

2 Great Atlantic & Pacific Tea Co. v. Cream of Wheat Co., 227 Fed. 46 (C.A. 2d, 1915). 

%1 FTC v. Raymond Bros. Clark Co., 263 U.S. 565, 573 (1924). 

® United States v. Int’] Harvester Co., 274 U.S. 693 (1927). 

23 Cement Mfrs. Protective Ass’n v. United States, 268 U.S. 588 (1925). 

4 Sears, Roebuck & Co. v. FTC, 258 Fed. 307 (C.A. 7th, 1919). 

% Fosburgh v. Calif. & Hawaiian Sugar Refining Cc., 291 Fed. 29, 36 (C.A. 9th, 1923). The 
right to discriminate was qualified to some degree, of course, by Section 2 of the Clayton Act, 


38 Stat. 730 (1914), 15 U.S.C.A. § 13 (1951), but this statute in its then form caused relatively 
little trouble. 


%* D. R. Wilder Mfg. Co. v. Corn Products Refining Co., 236 U.S. 165 (1915). The right to 
require exclusive dealing was also qualified to some extent by Section 3 of the Clayton Act, 
ibid., at § 14, but only if carried too far. 


27 United States v. Int’] Harvester Co., 274 U.S. 693, 697 (1927); cf. Moore v. N.Y. Cotton 
Exchange, 270 U.S. 593 (1926). 


#8 United States v. General Electric Co., 272 U.S. 476 (1926). 


2° Cement Mfrs. Protective Ass’n v. United States, 268 U.S. 588, 594-97 (1925); P. Lorillard 
Co. v. Weingarden, 280 Fed. 238 (W.D. N.Y., 1922). 
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the statute did not forbid or restrain the power to make normal and usual contracts to 
further trade by resorting to all normal methods, whether by agreement or otherwise, 
to accomplish such purpose.*® 

Licensing of patents. The corporate owner of a patent was viewed by the 
courts as the lawful owner of a monopoly. It was entitled to grant exclu- 
sive licenses,*' restrict the prices at which its licensees sold,” and, if it so 
desired, condition the license of one patent upon the acceptance of a 
license under another.** The essential value of a patent was said to be in 
its power to restrain: 

Of course, there is restraint in a patent. Its strength is in the restraint, the right to 
exclude others from the use of the invention, absolutely or on the terms the patentee 
chooses to impose. This strength is the compensation which the law grants for the 


exercise of invention. Its exertion within the field covered by the patent law is not an 
offense against the Anti-Trust Act.™ 


Agreements with competitors. The corporation of yesterday was given wide 
latitude not only to act for itself, but also to engage in joint efforts with 
competitors to improve trade conditions. In the absence of conduct read- 
ily identified as boycott and the like, companies were permitted to ex- 
change statistics,® utilize joint agencies,* fix prices for limited periods,” 
and in exceptional cases agree upon undisguised industry quotas.** Busi- 
nessmen were informed that they were better equipped to cure trade evils 
than the law: 

Voluntary action to end abuses and to foster fair competitive opportunities in the 
public interest may be more effective than legal processes. And cooperative endeavor 
may appropriately have wider objectives than merely the removal of evils which are 
infractions of positive law. Nor does the fact that the correction of abuses may tend 


to stabilize a business, or to produce fairer price levels, require that abuses should 
go uncorrected.** 


Foreign commerce. The hardy corporation which had ventured into foreign 
trade was given practically a free hand in the absence of clear monopoliza- 
tion affecting this country. Joint ownership by American companies of a 


© United States v. American Tobacco Co., 221 U.S. 106, 179 (1911). 
* Virtue v. Creamery Package Co., 227 U.S. 8 (1913). 

® United States v. General Electric Co., 272 U.S. 476 (1926). 

%3 Cf. FTC v. Paramount Famous-Lasky Corp., 57 F. 2d 152 (C.A. 2d, 1932). 
* United States v. United Shoe Mach. Co., 247 U.S. 32, 57 (1918). 

*% Maple Flooring Mfrs. Ass’n v. United States, 268 U.S. 563 (1925). 

* Appalachian Coals, Inc. v. United States, 288 U.S. 344 (1933). 

*” Board of Trade of Chicago v. United States, 246 U.S. 231 (1918). 

8 Nat’! Ass’n of Window Glass Mfrs. v. United States, 263 U.S. 403 (1923). 
** Sugar Inst., Inc. v. United States, 297 U.S. 553, 598 (1936). 
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foreign subsidiary was approved;* international patent agreements with 
territorial restrictions were upheld;“' and even outright monopolization 
was in one instance left undisturbed where the acts of the American com- 
pany were solely performed abroad. The courts ruled that our nationals 
were entitled to use whatever methods were necessary to conduct foreign 
trade: 

To hold otherwise would be, practically and commercially, to enjoin the steel trade 
of the United States from using the business methods which are necessary in order to 


build up and maintain a dependable business abroad, and if the Sherman Law were so 
construed, it would itself be a restraint of trade.“ 


Over-all size. Finally, the corporation of yesterday was assured that there 
was no limit to the size to which it might lawfully grow, provided it 
utilized only lawful means in the process. Size was held to be no offense.“ 
Vertical integration was viewed as affirmatively promoting the public 
interest. An acquisition of the stock of competitors had to restrain trade 
substantially before it could be subjected to challenge even under Section 
7 of the Clayton Act. The mutual affection of courts and businessmen 
was touchingly manifest in rulings such as the following: 

It is said that from seventy to eighty per cent. of all the shoe machinery business was 
put into a single hand . . . taking it as true we can see no greater objection to one 
corporation manufacturing seventy per cent. of three non-competing groups of pat- 
ented machines collectively used for making a single product than to three corpora- 
tions making the same proportion of one group each. The disintegration aimed at by 


the statute does not extend to reducing all manufacture to isolated units of the lowest 
degree. * 


Tue New FAITH 


Some faiths fall upon ground which permits immediate and rapid 
growth but which subsequently fails to sustain such faith when subjected 

4° United States v. Keystone Watch Case Co., 218 Fed. 502 (E.D.Pa., 1915), appeal dis- 
missed, 257 U.S. 664 (1921). 

“| Thoms v. Sutherland, 52 F. 2d 592 (C.A. 3d, 1931). 


#2 American Banana Co. v. United Fruit Co., 213 U.S. 347 (1909); but cf. United States 
v. Sisal Sales Corp., 274 U.S. 268 (1927). 


43 United States v. U.S. Steel Corp., 223 Fed. 55, 114 (D.C.N.J., 1915), aff’d, 251 U.S. 417 
(1920). 


44 United States v. Int’] Harvester Co., 274 U.S. 693 (1927); United States v. Quaker Oats 
Co., 232 Fed. 499 (N.D.III., 1916). 


* United States v. U.S. Steel Co., 251 U.S. 417 (1920); Alexander Milburn Co. v. Union 
Carbide & Carbon Corp., 15 F. 2d 678 (C.A. 4th, 1926), cert. denied, 273 U.S. 757 (1927). 


* Int’l Shoe Co. v. FTC, 280 U.S. 291 (1930). 
«7 United States v. Winslow, 227 U.S. 202, 217 (1913). 
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to adversity. The Great Depression came in 1929 to test the apparently 
deep and abiding faith of the judiciary in business. Investors lost their sav- 
ings; employees lost their jobs; and businessmen lost their standing of first 
in the hearts of their countrymen. In their distress, all eyes were raised to 
Washington. 

A new competing faith then was born—the Cult of Washington—to 
challenge the Cult of Business. The national creed of this new faith was 
“In Government We Trust.’ Its missionaries were zealous government 
office holders eager to spread the new theology to all voters. And this Cult 
of Washington grew and prospered. The emergency of the depression was 
succeeded by the emergency of war; this in turn was followed by the crises 
of the cold war and Korea; and continuous injections of government con- 
trols into the blood streams of business over this period became habit- 
forming. The abnormal became the normal order of the day. Government 
rather than business seemed to perform the miracle of providing food to 
feed the thousands. 

The new faith in government, under these circumstances, won judicial 
converts as well as much of the general public. Right thinking towards 
Washington, moreover, became the straight and narrow path to judicial 
appointment and advancement. In due course, accordingly, the courts 
commenced to argue that government, rather than business, was the 
omnipotent repository of superior wisdom to whom all should defer. The 
FTC, for example, was said to be an agency created by Congress 

whose membership would at all times be experienced, so that its conclusions would be 


the result of an expertness coming from experience. . . . [CJourts should not lightly 
modify the Commission’s orders made in efforts to safeguard a competitive economy.“ 


Solicitous precautions were taken by the courts to ensure that govern- 
ment agencies were not handicapped in suing business through any dis- 
turbing necessity for proving their case, if there was any reasonable possi- 
bility that the governmental experts might be right: 


the Commission is authorized by the Act to bar discriminatory prices upon the 
“reasonable possibility” that different prices for like goods to competing purchasers 
may have the defined effect on competition. . . . It would greatly handicap effective 
enforcement of the Act to require testimony to show that which we believe to be self- 
evident, namely, that there is a “reasonable possibility” that competition may be ad- 
versely affected by a practice under which manufacturers and preducers sell their 
goods to some customers substantially cheaper than they sell like goods to the competi- 
tors of these customers.” 


48 FTC v. Cement Inst., 333 U.S. 683, 720, 726 (1948). 
49 FTC v. Morton Salt Co., 334 U.S. 37, 47, 50 (1948). 
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Facts which heretofore had been viewed by the courts as proving noth- 
ing by themselves, such as an identity of price quoted by two competitors, 
were now viewed as sufficient without more to sustain government charges: 
a customer located in St. Paul could purchase cans at the same delivered price irre- 
spective of whether the purchase was made from a member located in Chicago or St. 
Paul. Just how such an unnatural situation could be brought about by members of an 
industry without a plan or agreement is difficult, if not impossible, to visualize.” 

The new faith in government inevitably drove from judicial minds their 
faith in business. The attitude of the courts toward industry commenced 
to range from disinterested impartiality to pronounced coolness. Trust in 
a successful large business rapidly turned into undisguised distrust. Its 
executives would not be believed on the stand if contradicted by writings 
of the past: 

Where such testimony is in conflict with contemporaneous documents we can give it 
little weight.™ 

Industry’s cardinal virtue of private initiative now was pronounced an 
unlawful method of excluding competition, if exercised successfully: 

It [defendant] insists that it never excluded competitors; but we can think of no more 
effective exclusion than progressively to embrace each new opportunity as it opened, 
and to face every newcomer with new capacity already geared into a great organiza- 
tion, having the advantage of experience, trade connections and the elite of personnel.” 


Even minority opinions, when endorsing a conclusion favorable to a 
defendant company, took care to disavow kindly feelings toward the 
structure of American industry: 
big business has become bigger and bigger. Monopoly has flourished. Cartels have in- 


creased their hold on the nation. The trusts wax strong. There is less and less place for 
the independent.* 


The effect of this changed approach of the courts towards government 
and business was most dramatically reflected in judicial rulings which 
more and more curtailed the rights of business to defend itself when on 
trial. Industry was no longer permitted to show that trade practices under 
attack had had little restraining effect upon competition if the volume of 
business involved was not insignificant: 
it is unreasonable, per se, to foreclose competitors from any substantial market. . . . 
The volume of business affected by these contracts cannot be said to be insignificant 
or insubstantial. 

% Milk and Ice Cream Can Inst. v. FTC, 152 F. 2d 478, 481 (C.A. 7th, 1946). 

5! United States v. U.S. Gypsum Co., 333 U.S. 364, 396 (1948). 

® United States v. Aluminum Co., 148 F. 2d 416, 431 (C.A. 2d, 1945). 

58 Standard Oil Co. (Calif.) v. United States, 337 U.S. 293, 315 (1949), 

54 Int’! Salt Co. v. United States, 332 U.S. 392, 396 (1947). 
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Nor was business allowed to prove that trade practices were adopted 
for the purpose and with the effect of safeguarding industry from uneco- 
nomic and tortuous practices: 
even if copying were an acknowledged tort under the law of every state, that situation 


would not justify petitioners in combining together to regulate and restrain interstate 
commerce in violation of federal law.™ 


Indeed, conspiracy charges brought against industrial defendants came 
to be sustained by such inadequate proof as to call forth the comment in a 
dissenting opinion in a non-antitrust case that 


a conspiracy often is proved by evidence that is admissible only upon assumption that 
conspiracy existed.* 


THE NEw RULES 


The corporation of today, by reason of this change in the courts from an 
attitude of trust to one at times approaching distrust, can no longer be in- 
different to the antitrust laws. Failure to be alive to those laws may be 
penalized by divestiture of the right to live under those laws. One by one 
the old rules of competition are being subjected to judicial scrutiny, and 
many after trial are being found wanting. There is nothing so stale as yes- 
terday’s opinion in many phases of antitrust law. Our Supreme Court at 
times seems to pattern its approach to old antitrust opinions much like 
Mark Twain’s New England weather. If you don’t like it, wait a minute. 

Corporate management, under these circumstances, can be sure of noth- 
ing. A principle of law may be here today and gone tomorrow. Many of the 
old rules are still valid—but which ones, that is the question. Under these 
circumstances the writer has elsewhere advised eight rough rules of thumb 
for dealing on a strictly day to day basis with industry’s problems.” As of 
the date of this paper, the following changes in the old principles of com- 
petition seem to have occurred: 

Selection of customers. A corporation, even if acting independently of 
others, in some limited areas has no longer any unqualified right to deal or 
not to deal with others. A corporation selling through two subsidiaries has 
been denied the right to refuse to sell to a customer who flouted its request 
to hold prices down.** A manufacturer of a unique linen rug has been con- 
demned for cutting off a dealer who sold to a direct customer of the manu- 


% Fashion Originators’ Guild of America, Inc. v. FTC, 312 U.S. 457, 468 (1941). 
% Krulewitch v. United States, 336 U.S. 440, 453 (1949). 


57See Van Cise, The Antitrust Laws from the Point of View of a Private Practitioner 
(Practising Law Inst. Monog., 1949). 


8 Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 U.S. 211 (1951). 
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facturer.** A news agency found neither to monopolize nor to dominate 
has been required to serve competitors of its subscribing members.® How 
far the right of a seller to select his customers has now been qualified by 
the courts is not known; but it is significant that a company doing a small 
percentage of the available business of an industry was recently held to be 
“boycotting” where it sought to deal only with those quoting better prices 
to it than to its competitors. 

When A&P did not get the preferential discount or allowance it demanded, it did not 
simply exercise its right to refuse to contract with the supplier. It went further and 
served notice on the supplier that if that supplier did not meet the price dictated by 
A&P, not only would the supplier lose the business at the moment under negotiation, 
but it would be put upon the unsatisfactory list or private blacklist of A&P and could 


expect no more business from the latter. This was a boycott and in and of itself is a 
violation of the Sherman Act." 


Quotation of prices. A corporation can be sure today of only one rule in 
pricing, namely, that whatever it does will entail risks. If it quotes the 
same price as its competitors, it will be in danger of a charge of con- 
spiracy.™ If it quotes this same price generally, as it must in a competitive 
market, but varies it in specific instances in order to get new business and 
prove the absence of conspiracy, it will face a charge of discrimination.® 
It will find two recent decisions denying that all basing point pricing is 


unlawful,® and a still later opinion by the same Court ruling that 


the combined effect of the two cases was to forbid the adoption for sales purposes of 
any basing point price system.” 


Methods of distribution. A modern corporation must today exercise great 
care in determining how to distribute its goods. It may invite trouble if it 
sells its products to retailers who agree to deal exclusively in its products. 
If it sells directly to consumers through agents® or vertically-integrated 


® United States v. Klearflax Linen Looms, Inc., 63 F. Supp. 32 (D.C. Minn., 1945). 


® Associated Press v. United States, 326 U.S. 1 (1945); also cf. Lorain Journal Co. v. 
United States, 72 S.Ct. 181 (1951). 


* United States v. N.Y. Great Atlantic & Pacific Tea Co., 173 F. 2d 79, 87 (C.A. 7th, 1949). 


@ Triangle Conduit & Cable Co. v. FTC, 168 F. 2d 175 (C.A. 7th, 1948), aff’d sub nom. 
Clayton Mark & Co. v. FTC, 336 U.S. 956 (1949). 


*§ Standard Oil Co. v. FTC, 340 U.S. 231 (1951). 


“ FTC v. A. E. Staley Mfg. Co., 324 U.S. 746 (1945); Corn Products Co. v. FTC, 324 U.S. 
726 (1945). 


® FTC v. Cement Inst., 333 U.S. 683, 723 (1948). 
® Standard Oil Co. (Calif.) v. United States, 337 U.S. 293 (1949). 
* United States v. Masonite Corp., 316 U.S. 265 (1942). 
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outlets,®* it must keep in mind new rulings qualifying its freedom to do so. 
Moreover, new law may be in the making that its terms to its customers, 
even when not pricing terms, must in some instance be uniform, on the 
theory that: 

Each discriminatory contract constituted a conspiracy.® 


Licensing of patents. The corporate owner of a patent in particular is cur- 
rently bothered and bewildered. The courts now seldom talk of a patent- 
ee’s right to which the public faith is pledged.”* The patentee instead is 
said to have a privilege conditioned by a public purpose.” He may safely 
own and license rights under large groups of patents if he licenses all 
on substantially nondiscriminatory terms,” but he should avoid imposing 
price’? and comparable restraints” upon its licensees. How many former 
rights a patentee retains is a secret known, if at all, only to Washington. 
This alone can safely be asserted : few judicial tears are being shed over the 
practical problems of a licensor in figuring out a lawful way to obtain a 
reasonable return on his patented invention: 

It is without significance that, as petitioner contends, it is not practicable to exploit 
the patent rights by granting licenses.” 

Agreements with competitors. The corporation of today is not yet debarred 
from all intercourse with its competitors. Once it starts to cross over to its 
competitor’s side of the street, however, it finds the safety zone to be ex- 
ceedingly narrow and well policed. Trade associations are viewed with dis- 
favor, to the extent that the Supreme Court on its own motion has ordered 
dissolved a trade association appealing to it for relief.”* Trade evils appar- 
ently may now be corrected only by government if they affect prices” or 
involve disciplinary measures.”* Even simultaneous identity of action on 
nonprice matters by competitors is questioned.”* Business and labor are 
equally suspect in this phase of the law: 


* United States v. N.Y. Great Atlantic & Pacific Co., 173 F. 2d 79 (C.A. 7th, 1949). 
* United States v. Paramount Pictures, 334 U.S. 131, 160 (1948). 

7 Joseph Grant v. E. & H. Raymond, 6 Pet. (U.S.) 218, 242 (1832). 

™ Mercoid Corp. v. Mid-Continent Co., 320 U.S. 661, 666 (1944). 

™ Automatic Radio Co. v. Hazeltine, 339 U.S. 827 (1950). 

"8 United States v. Line Material Co., 333 U.S. 287 (1948). 

74 United States v. U.S. Gypsum Co., 333 U.S. 364 (1948). 

% B. B. Chemical Co. v. Ellis, 314 U.S. 495, 498 (1942). 

76 Hartford-Empire Co. v. United States, 323 U.S. 386 (1945). 

7 United States v. Socony-Vacuum Oil Co., 310 U.S. 150 (1940). 

78 Fashion Originators’ Guild of America, Inc. v. FTC, 312 U.S. 457 (1941). 

7 Interstate Circuit v. United States, 306 U.S. 208 (1939). 
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violations of antitrust laws could not be defended on the ground that a particular 
accused combination would not injure but would actually help manufacturers, laborers, 
retailers, consumers, or the public in general.” 


Foreign commerce. The corporation that ventures beyond our shores, in- 
stead of being given every encouragement from home, now is able to 
count on being shot at from both sides of the water. If it licenses patents 
and trade marks, it may not even agree to the territorial covenants re- 
quired by trade mark law." If it is forced to make a deal with a cartel as 
the price of being able to do export business, it must abstain and withdraw 
from business.* Agreements per se unlawful in interstate commerce have 
been said to be equally unlawful in foreign commerce.** Congress proposed 
in its Webb Act to give exporters greater freedom abroad, but the courts 
have summarily disposed of much of this illusory freedom.** When de- 
fendants have pointed out that commodities cannot readily be exported 
today, making necessary foreign investments in lieu thereof, the answer 
has been given that the antitrust laws and the courts know better: 

This position ignores the fact that the provisions in the Sherman Act against restraints 


of foreign trade are based on the assumption, and reflect the policy, that export and 
import trade in commodities is both possible and desirable.™ 


Over-all size. Finally, the corporation of today is discouraged in every pos- 


sible way from expanding its activities. Size is now castigated as an ear- 
mark of monopoly power.® Growth through acquisition,*®’ the leverage of 
vertical*® or horizontal® integration, or even foresighted initiative” can in 
some situations be unlawful. Business size of sufficient magnitude to rep- 
resent power to exclude competitors from the market is termed monopoly 
power.” At all times a sincere and zealous minority of the Supreme Court 


8° Giboney v. Empire Storage and Ice Co., 336 U.S. 490, 496 (1949). 

%! Timken Roller Bearing Co. v. United States, 341 U.S. 593 (1951). 

® United States v. Nat’] Lead Co., 332 U.S. 319 (1947). 

83 United States v. Imperial Chemical Industries, 100 F. Supp. 504 (S.D.N.Y. 1951). 


* United States v. Minnesota Mining & Mfg. Co., 92 F. Supp. 947 (D.C. Mass., 1950); 
United States v. U.S. Alkali Export Ass’n, 86 F.Supp. 59 (S.D.N.Y., 1949). 


% Timken Roller Bearing Co. v. United States, 341 U.S. 593, 597 (1951). 
8 United States v. Paramount Pictures, 334 U.S. 131 (1948). 


8” See the provisions of the amended Section 7 of the Clayton Act, 38 Stat. 717 (1914), as 
amended, 15 U.S.C.A. § 18 (1951). 


*§ United States v. Yellow Cab Co., 332 U.S. 218 (1947). 

®* United States v. Griffith, 334 U.S. 100 (1948). 

% United States v. Aluminum Co., 148 F. 2d 416 (C.A. 2d, 1945). 
* American Tobacco Co. v. United States, 328 U.S. 781 (1946). 
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appears to approach business problems with the objective of ensuring that 
power alone resides with the government. Nowhere has this firmly held 
objective been more candidly outlined than in the following extract from a 
recent famous dissenting opinion: 

Industrial power should be decentralized. It should be scattered into many hands so 
that the fortunes of the people will not be dependent on the whim or caprice, the 
political prejudices, the emotional stability of a few self-appointed men. The fact 
that they are not vicious men but respectable and social minded is irrelevant. That is 
the philosophy and the command of the Sherman Act. It is founded on a theory of 


hostility to the concentration in private hands of power so great that only a govern- 
ment of the people should have it.” 


THE Future RULES 


The true shape of things to come has not, of course, as yet emerged. 
The future seldom reveals itself with precise clarity to the present. The 
general pattern of tomorrow’s rules for business being currently developed 
under the influence of the Cult of Washington, however, is all too apparent 
from the above analysis. 

The underlying premise of these new rules for business is one of distrust 
towards industry. Businessmen are believed continuously to be conspiring 
to build industrial structures giving to their owners powers which should 
be held only by government, much as the plainsmen of ancient times 
sought to erect a high tower reaching unto heavenly mansions reserved to 
the gods. The first commandment of at least a minority of our judiciary, 
accordingly, is that such industrial structures should, like the tower of 
Shinar, be destroyed, and their builders scattered.” 

The other new rules for business currently being developed face up to 
those situations wherein for some reason a Babelonian destruction of in- 
dustrial structures would be impractical or impolitic. In such cases it is 
reluctantly concluded that these industrial structures may be retained in 
form, but it is carefully provided that they must be so subjected to regula- 
tion as to effectively destroy their powers in substance. Business should 
deal not with those with whom it wishes to deal but with those with whom 
the government wishes it to deal.®* It should buy, sell and license on a 
nondiscriminatory, nonrestrictive basis.® Aggressive solicitation of new 

* United States v. Columbia Stee! Co., 334 U.S. 495, 536 (1948), rehearing denied, 334 U.S. 
862 (1948). 

%3 Thid. 

* See “Selection of customers,”’ supra at 677. 


%See “Quotation of prices,” “Methods of distribution’ and “Licensing of patents,” 
supra at 678-79, 
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business opportunities should be barred if the company is unduly success- 
ful; instead industry should wait for business to be thrust upon it.” Fi- 
nally, self-regulation of industry should be so completely proscribed as to 
make government regulation alone the vehicle for eliminating trade 
evils.*’ In short, these supplemental rules for competition would seem to be 
patterned upon the rules of industry where business is the barely tolerated 
ward of the government and competition is superseded with regulation, 
namely, the public utility. 

This developing pattern of ruin or rule of business, needless to say, is 
foreign to our previous antitrust traditions. The antitrust laws, unlike the 
Koran, have not heretofore been thought to authorize a grim Islamic choice 
to business of either being cut into small helpless pieces or of submitting to 
the rule of the true believers. Senator Sherman presumably would have 
been surprised, and possibly annoyed, had anyone accused him in 1890 of 
sponsoring legislation to give to government any such sweeping powers of 
life, death and regulation over private business. Certainly the use of our 
antitrust laws to justify imposing public utility regulation upon private 
industry is novel. 

Towards public businesses the approach is regimentation. With their accepted in- 
herent characteristics of “monopoly,” the public imposes obligations of affirmative 
action upon those who engage in such “public” businesses. They must serve all, with 
adequate facilities, without discrimination, at a reasonable price and for so long as 
the public needs their service. This the public more and more backs up with a meticu- 
lous regimentation of their conduct by regulatory bodies so as to get from these busi- 
nesses what it feels it requires. In turn the public confers on these businesses certain 
correlative rights and security. 

On the other hand, to the “private” businesses the fundamental approach is “free- 
dom.” We expect to get from them the benefit of increasing productivity and conse- 
quently the possibility of a rising general standard of living and results in the pro- 
duction and exchange of products and services of a character and on terms ordinarily 
reasonably satisfactory to both buyer and seller. We expect these results ordinarily to 
flow reasonably automatically from the play of initiative and dynamic urge of self- 
interest in both buyer and seller and the spur and rein of competitive influences on 
the minds-of both. We know this free play in “private” businesses involves. inevitable 
wastes and duplication of efforts and facilities. We know it will never work perfectly. 
There will often be inefficiencies, losses and hardships. But we are disposed to take all 
this as part of the price we are prepared to pay for freedom and its dynamic urges.” 


% See “Over-all size,’”’ supra at 680. 
97 See “Agreements with competitors,” supra at 679. 


% Letter of Transmittal and Memorandum for the President’s Committee on Business and 
Government Relations, Submitted by a Special Committee of the Section on Anti-Trust Law 
of the New York State Bar Association (1950), pp. i-ii. 
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It is possible, of course, that the courts may eventually recoil from the 
extremes to which the Cult of Washington is currently taking them. 
This developing pattern of the sword or the yoke for industry is not as 
yet the law of the land, and we may still hope that it may never be. On 
the one hand, there have been recent indications that faith in business is 
not completely dead, even in judicial circles. Small may be the regard of 
many towards industry, but there are still some who profess to love it. 
On the other hand, faith in government is currently being reappraised 
downward by many as the result of disillusioning developments at home 
and abroad. The discovery may eventually be made that trust in business 
is not necessarily inconsistent with trust in government, that each with its 
virtues and failings is essential in a free, competitive society, and that rules 
compatible with the interests of business and government are both pos- 
sible and desirable. Why either business or government should claim infal- 
libility is a mystery understood only by its devotees, as each in the last 
analysis is merely a corporate fiction describing an aggregation of fallible 
human beings. 





ANTITRUST POLICIES AND THE NEW ATTACK 
ON THE FEDERAL TRADE COMMISSION 


Ropert A. WALLACE* AND Pavut H. Dovuctast 


antitrust laws has been the subject of recurring debate. On the one 

side are those who insist on a more vigorous enforcement. On the 
other side, we find those who think that enforcement is going too far. As 
one of the two policemen in the antitrust field, the Federal Trade Com- 
mission has not escaped this debate, and recent years have seen it attacked 
from both sides and from the inside as well. The sentiment of those be- 
lieving that the FTC has enforced antimonopoly laws too vigorously has 
recently crystallized into a new attack which has as its goal the outright 
abolition of the FTC as an antimonopoly agency. 

The new attack on the FTC has not as yet developed into a public rela- 
tions type of an all-out campaign. But it has been launched in a recent is- 
sue of the University of Chicago Law Review by William Simon? who is 
closely identified with the leadership of the “less enforcement”’ forces. Mr. 
Simon is a student of the antitrust laws and has had unusual practical ex- 
perience with these laws. He is, moreover, sincere in his convictions that 
some of these laws have unnecessarily interfered with established business 
practices. His views merit attention, but it is our hope to express our side 
of the issues so that it may be considered along with his. 

Mr. Simon has variously been (1) a leader in the “Council for Clarifi- 
cation of Pricing Practices,’’* the main group registered with the Secretary 
of the Senate actively supporting the several basing point bills introduced 
in the 8ist and 82d Congresses; (2) General Counsel of a special Senate 
Interstate and Foreign Commerce Subcommittee on Pricing established 
by a Senate resolution‘ in 1948, to investigate the effects of the Cement de- 

* Legislative Assistant to Senator Paul H. Douglas, formerly Instructor of Political Science, 
Illinois Institute of Technology. 

oo States Senator from Illinois, formerly Professor of Economics, University of 

1 26 Stat. 209 (1890), as amended, 15 U.S.C.A. § 1 (1951). 

* Simon, The Case Against the Federal Trade Commission, 19 Univ. Chi. L. Rev. 297 (1952). 

#96 Cong. Rec. 4598 (1950). 

‘Senate Interstate and Foreign Commerce Subcommittee on Pricing, known as the Cape- 
hart Committee in the 80th Congress. Senator Capehart introduced Sen. Res. 241 in the 80th 
Cong. ist Sess. (1948), to investigate the impact of the Cement decision on consumers and 
business. This resolution was referred to the subcommittee which he headed. Before any report 
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cision upon business and consumers; (3) Counsel for respondents in vari- 
ous FTC cases, including the Spark Plug cases’ now pending before the 
Commission; and (4) amicus curiae opposing the FTC in Standard Oil 
(Indiana) Company v. FTC.® The fact that both the Council and the 
Senate Subcommittee have been unsuccessful in their attempts to pass 
bills which, in the authors’ judgments, would water down two of the anti- 
monopoly laws enforced by the Commission, may possibly indicate that 
Simon’s proposals are the harbinger of a new concerted push to change 
these laws. 

Mr. Simon finds fault with the Commission on a number of grounds, in- 
cluding (1) that it has failed to be informative, (2) that it has created con- 
fusion with respect to the antitrust laws, and (3) that the Commission 
staff has pursued “unorthodox ideologies.”” He recommends (1) transfer- 
ring the FTC antitrust functions to the Department of Justice, (2) trans- 
ferring its economic investigations to the Department of Commerce, and 
(3) providing that Commission findings of fact be subject to review on the 
“weight of evidence.” 

Actually, this new attack on the Commission is a continuation, in a 
somewhat modified form, of the same attacks which have been waged con- 
tinuously since the Supreme Court decision in FTC v. Cement Institute’ in 
April of 1948. The only thing really new about the present attack is that 
it attempts to consolidate the standard criticisms of those demanding less 
enforcement with certain criticisms which have been made by those with 
an opposite point of view. And it ends with proposals with which the lat- 
ter would be the last to agree. 

Therefore, to evaluate the new attack, we must first establish the cast 
of main characters, and distinguish, at least in a general way, their various 
grounds for criticism. And since the criticisms are leveled at the Commis- 
sion’s enforcement—or lack of enforcement—of certain of the antimonop- 





could be made on the original Capehart resolution, Senator Johnson succeeded Senator Cape- 
hart as Chairman on January 3, 1949. On January 5, 1949, the two Senators introduced 
Sen. 236, a bill to make permanent amendments to the FTC Act and the Clayton Act, as 
amended by the Robinson-Patman Act. The bill was referred to the Committee on Inter- 
state and Foreign Commerce, which proceeded, through the subcommittee headed by Senator 
Johnson, of which Simon was counsel, to hold three days of hearings in January and one day 
in February. The February hearing was held for the purpose of amending Sen. 236 before trans- 
ferring jurisdiction over the bill to the Senate Committee on the Judiciary, to which had also 
been referred Sen. 1008, a bill providing for a two-year legislative moratorium on basing point 
cases. 


* Champion Spark Plug Co., FTC Doc. No. 3977; General Motors Corp., FTC Doc. No. 
5620; The Electric Auto-Lite Co., FTC Doc. No. 5624. 

* FTC Doc. No. 4389, 41 F.T.C. 263 (1945), modified, 43 F.T.C. 56 (1946), aff’d, 173 F. 
2d 210 (C.A. 7th, 1949), rev’d, 340 U.S. 231 (1951). 
7 FTC Doc. No. 3167, rev’d, 157 F. 2d 533 (C.A. 7th, 1946), rev’d, 333 U.S. 683 (1948). 
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oly laws, we must identify these laws and consider what the business prac- 
tices are that these laws have embarrassed. Finally, we shall comment 
upon Mr. Simon’s main charges and recommendations. 


I. The Cast of Characters 

Probably the most authoritative critics of the FTC in recent years, who 
want more vigorous enforcement of the antitrust laws, are (1) the Select 
Committee on Small Business of the House of Representatives, headed by 
Congressman Wright Patman of Texas, (2) The Hoover Commission 
Task Force on Regulatory Commissions, and (3) Honorable James M. 
Landis, a noted public servant, author of The Administrative Process* and 
at one time, Dean of the Harvard Law School. 

Among those attacking the policies of the Commission on different 
grounds are Honorable Lowell B. Mason, himself a member of the Com- 
mission, the Senate Subcommittee on Pricing headed by Senator Homer 
Capehart of Indiana in the 80th Congress, and Senator Edwin C. John- 
son of Colorado in the 81st Congress, and certain somewhat vaguely 
defined business groups represented by Mr. Simon. There are many more 
critics in this category than there are among those urging stricter en- 
forcement. Many of those who feel they have been adversely affected by 
past Commission orders, their attorneys, and their friends in Congress 
have naturally exhibited some antagonism toward the Commission. 


Criticisms of Those Wanting More Enforcement 


The Patman Select Committee on Small Business of the House of Rep- 
resentatives, from whose reports Mr. Simon quotes extensively, sharply 
criticized the Commission for (1) failure to select its cases more carefully 
and thus dissipating its energies on matters unimportant to the national 
economy ;* (2) a low level of morale, characterized by internal strife, office 
politics, indifference toward the work of the agency, and a reluctance to 
face new issues;’® and (3) the time consuming nature of the Commission’s 
procedures." 

But the main faults the Patman Committee had to find with the Com- 
mission are just the opposite of Mr. Simon’s objections to the Commission. 
The report of this Committee complimented the Commission for its “‘con- 
siderable progress in recent years in identifying discriminatory delivered- 
pricing systems and in securing their legal condemnation.”’ Then, in the 

* Landis, The Administrative Process (1938). 

* ELR. Rep. No. 3236, 8ist Cong. 2d Sess. (1951), at 17. 

1° Thid., at 18. 

UTbid., at 19. 
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next passage, it chastised the Commission for “losing some of its earlier 
enthusiasm” and weakening before the pressures of “special interests” 
seeking to sell the public on these systems.” 

The Committee report particularly approved of the Conduit case on 
the ground that this kind of law recognizes and circumvents the difficulty 
of proving “conspiracy” in delivered-price systems and on the ground that 
it will “‘enable more effective relief to be secured.’”* Mr. Simon, in con- 
trast, has disapproved most heartily of the rigid Conduit case. 

The Committee report urged the Commission on to “challenge the use 
of any and all discriminatory delivered-price systems used by an industry 
group which involve any significant degree of phantom freight or freight 
absorption.” 

And finally, speaking of the construction put on the good faith defense 
by the Circuit Court in the Standard Oil case,"* the Committee report said: 
The rule of law thus established in the Standard Oil of Indiana case is highly signifi- 
cant. Vigorous and thoroughgoing application of this rule will do much to deny to 


large corporations operating in many sales areas or with concentrated financial 
resources the power to match or undercut local prices to the injury of small business.!” 


The same Committee’s reports made it abundantly clear that it favored 
more effective enforcement. It recommended that while the FTC should 
make improvements, it should be given strengthened statutory authority 
and increased operating funds for its unequal battle against monopoly and 
unfair methods of competition.!* Congressman Patman, the chairman of 

8 Thid., at 34. 


18 FTC Doc. No. 4452, 38 F.T.C. 534 (1944), aff'd, Triangle Conduit & Cable Co. v. FTC, 
168 F. 2d 175 (C.A. 7th, 1948), aff’d by an equally divided court (per curiam), 336 U.S. 956 
(1949). 


4 The report said: ‘‘The rule of law developed in the Conduit case has two principal merits. 
First, in many situations the task of proving conspiracy has become increasingly difficult as 
trade members have become more sophisticated and secretive in their agreements. Secondly, it 
enables more effective relief to be secured. If a cease-and-desist order simply condemns con- 
spiracy in the use of basing-point pricing, it is likely, as the records of compliance show, that 
the practitioners will continue the formula or some modification thereof and insist that they 
are acting individually.” Op. cit. supra note 9, at 34. 

6 Thid., at 35. 

16 Op. cit. supra note 6. 

11 Op. cit. supra note 9, at 36. 


18 Thid., at 45. The Committee also refers to the cease and desist order as the major remedial 
instrument available to the Commission and states: 

‘‘No other major regulatory agency is faced with so huge a task as the Commission with such 
feeble weapons.” Ibid., at 29. 

The Committee has also said: 

‘Compared with other regulatory agencies, the arsenal of weapons available to the Com- 
mission is woefully meager.” H.R. Rep. No. 3237, 8ist Cong. 2d Sess. 104 (1951). 

In recommending that the Commission be granted additional funds to carry out its statu- 
tory duties more satisfactorily, the Committee concludes: 
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this Committee, led the floor fight against the bill urged by Mr. Simon to 
overturn the FTC’s action with respect to the basing point system. 

In further support of his attack upon the FTC, Mr. Simon cites the 
Hoover Report. It is true that the Hoover Commission points out that the 
FTC over the years “‘has engaged mainly in activities contributing little 
toward accomplishing the primary congressional objective of assuring 
widespread effective competition,’ and has been preoccupied with minor 
matters, except for the basing point cases.’® Yet, the Hoover Commission, 
like the Patman Committee, made it clear that the remedy for the FTC’s 
shortcomings was neither abolition nor transference to the Department of 
Justice, but rather a strengthening of its authority and effectiveness. The 
Commission on Organization of the Executive Branch of the Government 
(the Hoover Commission itself, not the Task Force) stated in its report 
that it 


believes that the independent regulatory commissions have a proper place in the 
machinery of our Government, a place very like that originally conceived.” 


To the same effect is the Task Force conclusion that: 


The independent regulatory commission is a useful and desirable agency where con- 
stant adaptation to changing conditions and delegation of wide discretion in adminis- 
tration are essential to effective regulation.” 


And, with particular reference to the FTC, the Report stated: 


We have carefully considered whether the Federal Trade Commission should be con- 
tinued as an independent regulatory commission, and especially whether its functions 


‘*The need for larger appropriations to finance our business regulating programs has been 
repeatedly pointed out. The committee believes that more and better men, and hence more 
money, are basic to the necessary enhancement of the effectiveness of the antitrust laws. We 
are convinced that this is true of the Federal Trade Commission as well as of other agencies.” 
H.R. Rep. No. 3236, 8ist Cong. 2d Sess. 44 (1951). 

To further illustrate its point, the Committee recites these facts: 

‘On June 30, 1950, the Federal Trade Commission had only 98 attorneys engaged in en- 
forcing the antimonopoly provisions of the Federal Trade Commission and Clayton Acts. In 
one case before the Commission at the time this was being written, the respondents were rep- 
resented by 102 separate law firms. To meet this force of legal talent the Commission had the 
services of one principal attorney and two part-time assistants. For every dollar spent by the 
public in defending itself against monopoly the respondents spend thousands. Under the cir- 
cumstances it is to be expected that only the surface of the problem of unfair competition is 
being scratched. 

‘One would expect that the Federal Trade Commission, charged as it is with the duty of 
maintaining the general plane of competition throughout the American economy, would be 
treated as liberally as any regulatory agency. As a matter of fact, however, the Federal Trade 
Commission ranks near the bottom of the list in respect to the size of its appropriations. In 1950 
it was exceeded, among others, by the Interstate Commerce Commission, the Federal Com- 
munications Commission, the Securities and Exchange Commission, the Food and Drug 
Administration, and the Federal Power Commission.” Ibid. 

* H.R. Doc. No. 116, 8ist Cong. Ist Sess. 122 (App. N., 1949). 

*° The Hoover Commission Report 431 (1949). 


" H.R. Doc. No. 116, 8ist Cong. ist Sess. viii (App. N., 1949). 
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in the broad anti-monopoly field should be transferred to the Department of Justice. 
Our conclusion, as already indicated, is that the Commission should be maintained in 
order to implement the policy of the anti-trust laws.” 


This would hardly indicate any sympathy with Mr. Simon’s thesis. 

Another criticism of the Commission is found in the Landis dissent from 
the Report of the Committee on Cartels and Monopoly.” This report 
considered the question of any overlapping or duplication between the 
Department of Justice and the FTC and recommended that there be de- 
veloped a closer coordination and working together of the two agencies to 
accomplish their common objectives. It also recommended substantial in- 
creases in the appropriations of the Commission to enable it to cope ade- 
quately with its statutory duties.”* 

Mr. Landis, dissenting from the majority’s recommendation that more 
appropriations be granted to the Commission, said: “I would agree to a 
recommendation that would give adequate appropriations and staff to a 
new Commission.’ Mr. Landis’ statements indicated a dislike for the 


* Tbid., at 123. The Report stated further: 

“By long tradition, this country is committed to the maintenance of the system of competi- 
tive enterprise and widespread opportunities for independent businesses. This policy has its 
roots both in the democratic political tradition of equality of opportunity, and in the belief that 
economic progress, efficiency, and social stability are promoted by the spur of competition. 
The antitrust laws are the instrument for achieving this long-range policy. They are based on 
the recognition that to maintain effective competition requires vigilance in preventing and 
correcting restrictive or monopolistic practices. 

“In part this can be achieved through court actions by the Department of Justice under 
the Sherman Act. But the Antitrust Division has been essentially a prosecuting agency; its 
interest has been primarily that of bringing violators into court to secure a conviction or judg- 
ment. In this field, particularly in the last 10 years, it has been singularly successful and has 
performed useful public service. 

“Another kind of job in the antitrust field is for the administrative agency. There is need for 
an economic staff systematically surveying our economy; probing for industrial and economic 
practices which threaten the elimination of competitive conditions; identifying restrictive 
tendencies before they become too solidly entrenched; analyzing the basic disorders found and 
formulating methods for their practical correction. Such a procedure gives the policy of the 
statutes continuous vitality in terms of current conditions. It also places stress on the basic 
purpose of the legislation—the practical correction of trade practices to bring them in con- 
formity with the public interest. These are the basic purposes of the Federal Trade Commission 
Act. 

“These tasks are peculiarly suited to an independent agency. The single forum provides 
a continuity in approach to the problems and method of handling. The bipartisan commission 
is relatively immune to the political winds which blow through the executive departments; 
the Antitrust Division, by contrast, has had to clear some specific cases and general programs 
with the President. With a permanent economic staff, the Commission has the opportunity for 
an orderly development of program. The staff can focus more upon economic disorders and 
their remedies, than on winning cases as is the tendency in a department necessarily dominated 
by lawyers. If properly organized, an independent agency is superior to the executive depart- 
ments and the courts in providing continuity in following up decrees, surveying compliance, 
and evaluating the remedies.” Ibid., at 124. 

*3 Appearing as Chapter 16 of Stocking and Watkins, Monopoly and Free Enterprise 
(1951). 


* Tbid., at 565. * Thid. 
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present Commission.” However, he has made it clear that he favors the 
use of the administrative process in the handling of antitrust matters, and 
hence that he would not agree with Mr. Simon’s proposal for a transfer 
of the FTC to the Department of Justice.”’ 


Critics Favoring Less Enforcement 


Statements of FTC Commissioner Mason are also cited by Mr. Simon. 
Gommissioner Mason is known as a vigorous critic of the antitrust laws, 
and of both the Commission and the Department of Justice. On occasion 
he has asserted that we should relegate our antitrust laws to the Smith- 
sonian Institution, and with apparent seriousness, has urged that the 
Commission be empowered to operate as a kind of super NRA, working 
out trade practice rules in cooperation with business groups under terms 
which would give signatories to such rules immunity from the antitrust 
laws.2* Commissioner Mason’s recommendations warrant close scrutiny. 
The candor of his criticisms appears to flow from an understanding of the 
extent to which the antitrust laws have failed. The nature of his recom- 
mendations, however, places them outside the scope of the issues here 
under discussion. 

The Senate Subcommittee on Pricing has also been extremely critical 
of the FTC, and Mr. Simon has quoted extensively from their reports.” 


II. The Laws under Attack 

Another preliminary step, after setting forth the cast of characters, is to 
make clear which laws are under attack. There are two laws under specific 
attack: Section 5 of the Federal Trade Commission Act;*® and Section 2 
of the Clayton Act, as amended by the Robinson-Patman Act.* Section 5 
of the Federal Trade Commission Act declares unlawful “unfair methods 
of competition in commerce.” Other sections of this Act authorize the 
FTC to issue cease and desist orders against “‘unfair methods of competi- 
tion” and set out the procedures to be followed. Section 2 of the Clayton 

* Ibid., at 548. 

*7 Landis, op. cit. supra note 8, at 32-33, and 35. 


%° See Mason, Let’s Stop Kicking Business Around, American Magazine, at 21, 136-37 
(May, 1948). See also mimeographed Address to the Joint Meeting of the American and 
Chicago Bar Ass’n Committee on Federal Law, Chicago. (October 13, 1947). 


2* Simon, op. cit. supra note 2, at 297. Mr. Simon was General Counsel of the Subcommit- 
tee and in large part managed the hearings and prepared the reports of that Subcommittee 
and therefore was often quoting himself in his article for the University of Chicago Law Review. 
For a critical discussion see Latham, The Politics of Basing Point Legislation, 15 Law & 
Contemp. Prob. 273 (1950). 


9° 38 Stat. 717 (1914), 15 U.S.C.A. § 45 (1951). 
#1 49 Stat. 1520 (1936), as amended, 15 U.S.C.A. § 13 (195}). 
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Act, as amended by the Robinson-Patman Act, forbids certain price dis- 
criminations. The FTC has no jurisdiction whatever over the Sherman 
Act. 

The business practices which these laws have embarrassed are: (1) price 
fixing by the basing point method, and (2) price discrimination used to 
create or maintain a quasi-monopoly position. The former is a multilateral 
understanding to maintain prices; the latter is a unilateral use of power to 
administer prices and to forestall market inroads by smaller competitors. 
Wherever we find that competition is lacking in an industry we usually 
find that one or the other of these conditions prevails. 


Price Fixing by the Basing Point System 

The Supreme Court in FTC v. Cement Institute* held the basing point 
system to be in violation of Section 5 of the Federal Trade Commission 
Act, where the system was found to be practiced by conspiracy or agree- 
ment among competitors. Moreover, the Court has held on several occa- 
sions that particular basing point systems were violative of Section 2 of 
the Clayton Act, as amended.** Such holdings have been on the ground 
that the system involves discriminations in price between buyers at dif- 
ferent locations and the effect has been either (a) to injure buyers at some 
locations, to the advantage of buyers at other locations, or (b) to suppress 
price competition among sellers. 

It is, moreover, established law that a discrimination in price on the 
part of an individual firm is, under certain circumstances, also violative of 
Section 2 of the Clayton Act, as amended. In general, the circumstances 
are: (a) “where the effect of such discrimination may be substantially to 
lessen competition,” and (b) where the discrimination is not justified by 
differences in the seller’s costs of supplying the different buyers. In short, 
the law is not intended to prevent discriminations which have no substan- 
tial effect upon competition; and the statute expressly permits any sav- 
ings generated by a particular buyer’s business to be passed on to that 
buyer.*4 

* Op. cit. supra note 7. 


%3 Corn Products Refining Co., FTC Doc. No. 3633, 34 F.T.C. 850 (1942), aff’d, Corn 
Products Refining Co. v. FTC, 144 F. 2d 211 (C.A. 7th, 1944), aff'd, 324 U.S. 726 (1945) ; Staley 
Mfg. Co., FTC Doc. No. 3803, 34 F.T.C. 1362 (1942), rev’d, Staley Mfg. Co. v. FTC, 144 
F. 2d 221 (C.A. 7th, 1944), rev’d, 324 U.S. 746 (1945). 

* Section 2(a) of the amended Clayton Act, however, provides that the Commission “may, 
after due investigation and hearing to all interested parties, fix and establish quantity limits, 
and revise the same as it finds necessary, as to particular commodities or classes of commodities, 
where it finds that available purchasers in greater quantities are so few as to render differ- 
entials on account thereof unjustly discriminatory or promotive of monopoly in any line of 
commerce.” 38 Stat. 730 (1914), as amended, 49 Stat. 1526 (1936), 15 U.S.C.A. § 13(a) (1951). 
This provision was not used until December 13, 1951, when the Commission issued its findings 
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Price Discriminations—N ot the Same as “Price Cuts” 

In discussing price discrimination, it is important to keep in mind that 
a “price cut” is not necessarily a “price discrimination.” A price cut may 
be made to all buyers; a price discrimination is the practice of selling si- 
multaneously, at different prices, to different classes of buyers. Simple as 
this distinction may appear, the failure to observe it has tricked many 
people, including a few federal courts. The practice in some quarters of 
referring to some price discrimination as “good faith competition” has not 
improved matters. 

The Clayton Act, as amended, does not prohibit price cuts which are 
made available to all buyers, whether such cuts are made in “good faith” 
or “bad faith.” On the contrary, the purpose of the law is to encourage 
general price cuts, and to assure smaller business firms an individual free- 
dom to make price cuts. Price discrimination discourages general price 
cuts for two reasons. First, a price discrimination is an abuse of power by 
which large sellers eliminate their smaller competitors, and its long-term 
effect is to concentrate business by bludgeoning methods. Second, it is an 
abuse of power by which large sellers discourage small sellers from reducing 
prices. To effectuate this discouragement it is only necessary for the large 
seller to single out the customers to whom the smaller competitor offers 
price cuts and either “meet” or “beat” the offer. Of course, if the price ad- 
ministrator were required to “meet” or “beat” uniformly, so that all of 
his customers are accorded the lower price, the prospect might not be so 
tempting. In fact, both large and small sellers would be on an equal foot- 
ing, with the question of which is to win out placed squarely on the ques- 
tion of efficiency. It is through the use of price discrimination that superior 
financial power comes to be an important determining factor in the com- 
petitive contest. 

It has long been established that discriminations in price to “undercut” 
the price of a competitor are illegal, where the other circumstances making 
for illegality are present. Such discriminations are, moreover, generally 
and correctly regarded as damaging to the business system. On the other 
hand there is considerable misunderstanding of the effects of discrimina- 
tion which merely “‘meet”’ the prices of a competitor. Such discriminations 
are frequently thought to be harmless, or perhaps even to stimulate more 
vigorous competition. There is no doubt that in many marketing situa- 
tions they are harmless; but to conclude that all discriminatory meetings 


and order fixing 20,000 pounds ordered for delivery at one time as the limit up to which price 


differences based on quantity would be permitted in the sale of replacement rubber tires and 
tubes for motor vehicles. 
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of prices are harmless is to overlook the advantages which big sellers have 
over small sellers in this situation. 

Much support has recently been given to the contrary point of view by 
the Supreme Court’s decision in Standard Oil (Indiana) Company ». 
FTC.* In this case the Court decided that the Robinson-Patman amend- 
ment to the Clayton Act had not, contrary to the belief of some of its 
sponsors, overturned “good faith” as an absolute defense to a charge of 
practicing harmful price discrimination. The discriminatory meeting of 
competitors’ prices now has clear sailing, no matter what the effects—with 
one qualification: the discrimination must be “made in good faith to 
meet an equally low price of a competitor.” 

In view of the economic issues involved, it should now be apparent 
which business groups have been offended by the two laws which are under 
attack. One other group must be added to the list: where sellers engage in 
price discrimination, it frequently happens that the bigger buyers receive 
the lower prices and the smaller buyers are charged the higher prices. Con- 
sequently, there are some large buyers who have grown accustomed to 
such advantages over their smaller competitors and would naturally like 
to keep matters this way. It is not surprising, therefore, that there should 
be iobbyists at work with great sums of money at their disposal for wreck- 
ing these two laws by one means or another. 


Attack on the Purpose of the FTC 


During the past four years Congress has spent a great deal of time con- 
sidering and debating various of Mr. Simon’s proposals for changing the 
two laws which have given offense. Several bills to amend these laws have 
been introduced. One of them actually passed, and failed to become law 
only by Presidential veto.*” Moreover, the last of the series passed the 
Senate, by a narrow margin, during the last session.** But to all appear- 
ances this one has bogged down in the House, since open hearings before 
the Celler Committee have brought out some features which were per- 
haps overlooked in the Senate. 

When Congress drafted the Federal Trade Commission Act in 1914, it 
was after a long demonstration of the inability of the federal courts to cope 
with the complexities of antitrust problems. Consequently, the legislation 


* FTC Doc. No. 4389, 41 F.T.C. 263 (1945), modified, 43 F.T.C. 56 (1946), aff'd, 173 F. 2d 
210 (C.A. 7th, 1949), rev’d, 340 U.S. 231 (1951). 

% Sen. 236, 8ist Cong. ist Sess. (1949); H.R. 1427, 8ist Cong. Ist Sess. (1949); Sen. 1008, 
8ist Cong. ist Sess. (1949); H.R. 2222, 8ist Cong. ist Sess. (1949); H.R. 4669, 8ist Cong. ist 
Sess. (1949); Sen. 719, 82d Cong. ist Sess. (1951); H.R. 2820, 82d Cong. ist Sess. (1951). 

7 Sen. 1008, 8ist Cong. 2d Sess. (1950). 


%8 Sen. 719, 82d Cong. ist Sess. (1951). Approved by Senate on August 2, 1951, after limited 
debate, by a vote of 42 to 34. 
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establishing the Commission provided for a body to make findings of fact. 

The Commission’s actions are subject to review by the higher courts, and, 
in addition to the procedures which are prescribed in the Federal Trade 
Commission Act, the Commission’s findings are subject to the Adminis- 
trative Procedure Act.*® The Commission’s findings must be based upon 
“reliable, substantial and probative evidence,” and the courts may upset 
its findings if they are not so grounded. But the appellate courts cannot 
reverse the Commission’s findings of fact, in theory at least, merely be- 
cause the court would reach a different conclusion on the “weight”’ of the 
evidence. 

Mr. Simon’s latest proposals can be fully appreciated only in relation 
to this phase of the history of the FTC Act. At the moment, he seems to 
have failed in his efforts to pass any of his proposals to make direct amend- 
ments to the laws he finds offensive, although he appears to have succeed- 
ed in persuading the Supreme Court, temporarily at least, that price dis- 
crimination results in wholesome competition. Perhaps many of those 
involved in antitrust litigation feel that they would stand a better chance 
of escaping the antitrust laws if the federal courts, rather than the Com- 
mission, were to make findings of fact on such questions as whether there 
is conspiracy, whether there is “good faith” abuse of power, and whether 
the effects of a particular discriminatory practice substantially lessen com- 
petition. In this respect they are probably right. It was just such consid- 
erations that prompted the creation of the Commission in the first place. 


Origins of the Attack 


The decision in FTC v. Cement Institute was handed down on April 26, 
1948. In a six-to-one decision the Supreme Court upheld the Commis- 
sion’s findings that the cement industry had agreed and conspired to fix 
prices and eliminate competition through use of a multiple basing point 
system. The Court also upheld the Commission’s cease and desist order. 

The next day Mr. Irvin S. Olds, Chairman of the Board of United States 
Steel Corporation, held a press conference which was reported in the New 
York Journal of Commerce of the following day under the following head- 
lines: 

MOVE FOR CONGRESS ACTION RUSHED TO AVERT DIS- 
RUPTIVE IMPACT OF BAN ON BASING POINTS IN NATION’S 
INDUSTRY—OLDS ASSERTS PROMPT LEGISLATION ESSEN- 
TIAL: SEES ALL LINES HIT 


* 60 Stat. 237 (1946), as amended, 5 U.S.C.A. § 1001 (Supp., 1950). 


“ FTC Doc. No. 3167, 37 F.T.C. 87 (1943), rev’d, 157 F. 2d 533 (C.A. 7th, 1946), rev’d, 
333 U.S. 683 (1948). 


“N.Y. J. of Comm., p. 1, cols. 6-8 (April 28, 1948). 
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In this news story Mr. Olds was credited with a view of the decision that 
became the first theme song of a campaign which, though it has subse- 
quently had other theme songs, has been waged continuously since that 
day. This theme was that industry would have to be extensively relo- 
cated. The same article credited Mr. Olds with the statement that “‘in- 
dustry was faced with two alternatives—either to seek remedial legisla- 
tion, or to ‘educate the Supreme Court.’ ”’* 

In the weeks immediately following the Cement decision a few of the 
trade journals took up the cry of alarm. Industrial plants were about to 
relocate, according to these journals, and various specified and unspecified 
industrial centers were about to become “ghost towns.” Several lobbies 
were organized, not only to petition members of Congress, but to send 
missionaries out to the hinterlands and organize so-called “grass roots” 
lobbies.** On June 10, 1948, the Senate passed a resolution offered by 
Senator Capehart to investigate the effects of recent court decisions and 
FTC pricing policies.“ The Capehart investigating subcommittee was or- 
ganized and appointed a “business advisory council” composed of several 
scores of businessmen, many of whom were from basing point industries 
or other firms having recent difficulties with the antitrust laws. 


The Adoption of F.O.B. Pricing by Steel 


The real pressures did not develop, however, until midsummer of 1948. 
On July 8 of that year the United States Steel Corporation dropped its 
basing point system and changed to an f.0.b. mill pricing, announcing that 
it was required to do so by the Cement decision.“ Other members of the 
steel industry followed suit. The steel industry’s adoption of f.o.b. mill 
pricing in July accomplished two results. First, this was an indirect means 
of raising prices. Under the basing point system each mill had absorbed 
freight on shipments into another mill’s territory; now each mill charged 
the customers full freight costs. In the second place, this move put 
a ‘‘squeeze’’ on many steel customers. For example, a fabricator in Chica- 
go who had been buying his steel from Pittsburgh now had to pay a sub- 
stantially higher delivered cost for his raw materials than a neighboring 
competitor who happened to have bought his steel from a Chicago mill. 

* Tbid., at col. 8. 

* Tbid. 

“4 Speech of Senator Wayne Morse, 95 Cong. Rec. 7025-26 (1949). 

94 Cong. Rec. 7949 (1948). 


“In N.Y. J. of Comm., p. 1, col. 6 (July 8, 1948), Benjamin Fairless, President of U.S. 
Steel, is reported as stating that ‘‘the move results from the recent decision of the Supreme 
Court in Federal Trade Commission proceedings against the cement industry,” and that ‘‘we 
have no other recourse than to comply with the law of the land as determined by the Supreme 
Court.” 
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Similarly, this fabricator’s counterpart in Pittsburgh, having previously 
bought his steel from a Chicago mill, was at a disadvantage with his 
neighboring competitors who bought from Pittsburgh mills. Of course 
both the Chicago and Pittsburgh steel customers would have been glad to 
exchange suppliers; but this was not possible because of the steel in- 
dustry’s shortage policy which required each mill to reject new customers 
and supply only its old customers. 

If matters were not complicated enough, steel executives wrote letters 
to customers throughout the country, blaming the whole matter on the 
FTC and hinting at more dire consequences yet to come. Steel salesmen 
suggested to customers, who were then desperately anxious to obtain 
steel, that Congress be asked to legalize basing point practices.” 


“Confusion” 


All things considered, there was much genuine confusion. On the one 
hand several members of Congress were pointing out that the Supreme 
Court’s decision in the Cement case had specifically said that independent 
freight absorption was not prohibited.** On the other hand, the business 
community had statements to the contrary from no less a business author- 
ity than the United States Steel Corporation, plus a practical demonstra- 
tion indicating that the steel industry itself thought f.o.b. mill the only 
legal method of pricing. ‘‘Confusion” then became the new campaign slo- 
gan, and it was exploited to the fullest.” 


4? Latham, The Politics of Basing Point Legislation, 15 Law & Contemp. Prob. 272, 275 n. 
19 (1950). 

48 The Supreme Court had said: 

‘*Most of the objections to the order appear to rest on the premise that its terms will bar an 
individual cement producer from selling cement at delivered prices such that its net return 
from one customer will be less than from another, even if the particular sale be made in good 
faith to meet the lower price of a competitor. The Commission disclaims that the order can 
possibly be so understood. Nor do we so understand it.” FTC v. Cement Inst., 333 U.S. 683, 
727 (1948). 

4 The following quotation taken from Business Week is fairly typical of how this confusion 
was propagated: 

‘*All was confusion on the delivered-pricing front this week. Only two things were sure: 
Everyone concerned will be happy when Senator Capehart’s investigating committee starts 
its hearings; everybody will be even happier when, and if, the committee finally comes up with 
legislation to clear up the uncertainties that now prevail.” Prices: Confused, Business Week 
at 20 (Sept. 25, 1948). 

Another way to illustrate very easily the theme of the basing point defenders is to quote 
the titles of various articles which indicate the then prevailing campaign of confusion: Simon, 
Economic Chaos Threatened by Bureaucratic-Made Confusion in Pricing, 99 Automotive 
Industries, No. 12, at 24 (Dec. 15, 1948); Burns, If You’re in Business You’re Probably Guilty, 
28 Barrons, No. 44, at 5 (Nov. 1, 1948); Steel Price Maze Unwinding, Business Week at 25 
(July 17, 1948); Prices: Confused, Business Week at 20 (Sept. 25, 1948); FTC Stand on Pricing 
Systems, Business Week at 23 (Oct. 23, 1948); Clarification of. Pricing System 
Urged, Concrete at 30 (Nov. 1948); Basing Points: The Great Muddle, 38 Fortune, No. 3, 
at 73 (Sept. 1948); Simon, Objective of Capehart Committee To Clarify Confusion on 
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A year and a half later, it occurred to one of the authors (then the junior 
Senator from Illinois) that Congress should have the facts as to how the 
cement companies had, in practice, interpreted the Cement order with 
respect to the legality of independent freight absorption, and he wrote to 
the Commission seeking enlightenment. The Commission replied that 
each company receiving a cease and desist order is required to file a formal 
report setting out the ways in which it has modified its practices in re- 
sponse to a Commission order, and that such reports had been filed by the 
cement companies in September, 1948.5° The Commission further reported 
that fifty-five cement companies, operating 152 plants, were bound by the 
cement order. Of these, thirty-seven cement companies operating 113 
plants filed reports stating definitely their intention of absorbing freight, 
and only three companies indicated that they interpreted the order as 
having the practical effect of preventing them from absorbing freight. The 
other companies either neglected to indicate that the question created any 
problem, or described their intended practices in such a way that it is im- 
possible to tell definitely whether their practices would involve freight ab- 
sorption.» 

The Commission also provided excerpts from the company reports, in- 
cluding an excerpt from the report of the Universal Atlas Cement Com- 
pany, a subsidiary of U.S. Steel, which clearly stated that the company 
interpreted the Cement order as permitting independent freight absorption.™ 
Here, obviously, was an instance where the Corporation’s lawyers had 
gotten their tactical wires crossed. U.S. Steel had told the public through 
the press, in July,®* that the Cement order required it to price steel f.o.b. 
mill, yet its subsidiary cement corporation formally reported to the Com- 
mission in September that it understood the order to permit freight ab- 
sorption on cement. But this all came out later. 

As a result of the confusion created in midsummer of 1948, a number of 
the members of Congress were persuaded that new legislation was needed 
to clarify matters. Some of these recognized that the confusion had been 


Pricing, 161 Iron Age, No. 19, at 128 (May 6, 1948); Sullivan, Chaos Seen if Multiple Basing 
Point Sales System Is Outlawed, 161 Iron Age, No. 19, at 123 (May 6, 1948); Day, Pricing 
Systems, Which Ones Are Legal?, Nat’l Petroleum News at 46 (Jan. 26, 1949); Pricing Muddle, 
FTC and Supreme Court Price Decisions, Newsweek at 70 (Dec. 13, 1948). 

We are indebted for the citations in this note to Howard Ralph Horrow. Horrow, Business 
Reactions to Court Decisions Against Basing Point Pricing Methods (Thesis, University of 
Illinois, 1951). 

* Letter from Commissioner Lowell B. Mason to Senator Paul H. Douglas, March 20, 
1950, appearing in 96 Cong. Rec. 7866 (1950). 


81 Ibid. 8? Thid. 
53 Loc. cit. supra note 46. 
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artificially manufactured, but felt that it should be dispelled no matter 
what its origins. A number of bills aimed at clarification were intro- 
duced. Unfortunately, while some of these might have clarified the anti- 
trust laws, any one of them would have seriously weakened these laws. 


III. The Basing Point System™ 

To work successfully, the basing point system requires that industry 
members cooperate in a number of ways to maintain uniform business 
practices. ‘But primarily, the system is a formula used for determining 
what delivered price is to be quoted to any prospective buyer. The basing 
point formula itself is composed of two parts. These two parts, when add- 
ed together, make the delivered price which is charged buyers at any par- 
ticular location in the country. The first part is a base price which is an- 
nounced at some place designated as a “basing point.”’ The second part of 
the formula is the established freight charge for shipping the goods from the 
basing point to the buyer’s location. Adding these two parts of the formula 
together, all producers in the basing point system arrive at the same de- 
livered price for any particular buyer. All producers charge the buyer the 
same base price, plus the same established freight charge, regardless of the 
actual point of origin of the goods or the freight charges actually incurred. 
Thus, the basing point system is a foolproof method of destroying price 
competition. And where all producers of an industry have standardized 
their products, their services, and their terms of sale, price competition is 
the only kind of competition that matters. 
The Origin of the Basing Point System 

The basing point system made its first appearance in the United States 
in 1880 when the Carnegie Steel Company joined with three other firms in 
Pennsylvania and New Jersey and formed the Pittsburgh Steel Beam As- 
sociation for the purpose of fixing the delivered price of steel beams. The 
price plan agreed upon inaugurated the “Pittsburgh plus” formula® which 
was quite simple. The four members of the association agreed upon a com- 
mon base price at Pittsburgh and agreed to make all sales from their vari- 
ously located plants at the Pittsburgh price, plus ‘the established rail 
freight charges from Pittsburgh to the buyer’s location. In this way they 
could all quote the same delivered price to any prospective buyer. This 
system was to become, some twenty or thirty years later, the “Pittsburgh 


*4 For a fuller analysis of the basing point system, see Machlup, The Basing Point System 
(1949). See also Douglas Speech, 96 Cong. Rec. 7851-69 (1950), and Mund, The Develop- 
ment and Incidence of Delivered Pricing in American Industry, 15 Law & Contemp. Prob. 141 
(1950). 

‘8 FTC v. U.S. Steel Corp., FTC Doc. No. 760, 2 Statement of Case 638-39 (1924), cited 
by Mund, op. cit. supra note 54, at 143 n. 4. 
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plus” system by which the prices of all steel products were fixed over the 
entire United States. Its use with variations was eventually adopted by 
other industries such as cement and corn syrup. 

After the formation of the United States Steel Corporation in 1901, the 
Corporation began to set the delivered prices for all its mills outside of 
Pittsburgh to include the Pittsburgh base price, plus the rail freight from 
Pittsburgh to the buyer’s destination. Other steel companies, fearing re- 
prisals at the hands of the giant U.S. Steel combine if they refused to go 
along, agreed to do likewise. This formula was extended to one line of steel 
products after another as rapidly as agreements could be reached. Simple 
as this formula may seem to us now, it still was a novel idea to many of the 
steel companies in 1901 despite its earlier practical demonstration in 
selected fields. For example, consider a report covering the agreement 
worked out in 1901 for bars and plates: 

Early in the year it looked as though there might be a somewhat demoralized market 
for bars and plates, but this was fortunately avoided by the manufacturers of each 
of these specialties formulating plans for maintaining uniform prices, which have 
proved to be eminently successful. It took a good deal of time to arrive at a basis 
which would be satisfactory to all the various interests, one great difficulty being in 
the variety of conditions in regard to location of mill, proximity to markets, cost of 
production, etc. The plan finally adopted and which has worked perfectly so far, and 
which is likely to be continued indefinitely, was to base all quotations at a figure agreed 
upon for f.o.b. deliveries in Pittsburgh. The local mills (Philadelphia) therefore quote 
Pittsburg prices—plus freight to whatever point the material has to be shipped. . . . 
The plate mills have a verbal agreement and the bar mills have a written agreement 
which is further strengthened by a substantial cash deposit. The lowest prices during 
the year were $1.35 for bars and $1.40 for plates, but under the price agreement they 
are now $1.62 and $1.72, and likely to remain at that for an indefinite period.” 









































































Principles of Multiple Basing Point System Same as “Pittsburgh Plus” 

The principles of the multiple basing point system are the same as the 
single basing point, or “Pittsburgh plus” system. The only difference is 
that, instead of having only one basing point, the multiple system has two 
or more basing points. It is carried on in exactly the same manner as 
“Pittsburgh plus,” except that all mills charge any customer the estab- 
lished price at the basing point mearest that customer plus the rail freight 
from that basing point. Like “Pittsburgh plus,” it results in the elimination 
of price competition, since the buyer is still confronted with identical 
price quotations from all sellers who call to supply him. 

When the FTC ordered U.S. Steel to stop using the “Pittsburgh plus” 
system in 1925, the Corporation agreed “insofar as it is practicable to do 


“ Philadelphia Iron Market for 1901, Annual Rev. of N.Y. Mefal Exchange at 3 (1902), 
cited by Mund, op. cit. supra note 54, at 147 n. 15. 
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so.’’*? What the Corporation actually did was to adopt several other cities 
as basing points. In other words, the steel industry merely shifted from 
the single to the multiple system. This was the system then employed by 
the cement industry. 


Bad Results of Basing Point System Summarized 

The bad results of the basing point system may be summarized as fol- 
lows: 

1. Price Discrimination. Under the basing point system the seller pays 
all of the freight charges for some buyers, pays part of the freight charges 
for other buyers, and then charges phantom freight to still other buyers. 
When the amounts of such discriminations are large, the practice injures 
some fabricators who depend on the basing point industries for raw mate- 
rials, while it gives undue advantages to other such fabricators. 

2. Wasteful Use of Transportation Facilities. The system results in 
wasteful use of transportation facilities in two ways. First, it results in 
wasteful cross-hauling. Since the buyer is offered identical delivered 
prices by all mills, both near and far, he frequently buys from a distant 
mill, while buyers in the home town of that distant mill are themselves go- 
ing abroad for identical materials. 

The second way in which the basing point system results in wasteful use 
of transportation facilities is in causing shipments to be made by rail, even 
where cheaper means of transportation, such as barges or trucks, are avail- 
able. In order to quote identical delivered prices, the basing point industry 
must use a basing point formula which recognizes one and only one set of 
freight charges. Rail freight charges are the most stable, and consequently 
they are usually adopted for this purpose. The result is that, since buyers 
have to pay rail charges anyway—no matter how the goods are shipped— 
they usually expect to have their goods delivered by the transportation 
service for which they are paying. Therefore, the mills usually ship by rail 
in order to avoid incidental protests which might threaten their whole 
basing point system. 

3. Big Company Management of Prices. The basing point system allows 
a few big companies to control the prices of many small companies. A 
large company can, by selling a small fraction of its total output at dump- 
ing prices, drive the price down in the entire territory of small isolated 
mills. Small mills cannot do the same to drive the price down in the terri- 
tory of large mills. The result is that the small producer, located away 
from the principal market centers, cannot reduce prices in his local mar- 
kets, even when he wishes to do so. He knows that as a minimum the big 

* Report of Compliance, FTC Doc. No. 760. 
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mills will dump to meet any price reduction he may make, and they may 
even set a lower price in his area and drive him out of business. Of course 
some small producers may enjoy coming under the price umbrella of the 
basing point system so that they need not worry about the necessity of 
competing. But they cannot increase their share of the market by reducing 
prices, so they cannot grow. Should some ambitious small producer try it, 
he would find it difficult, if not impossible, to get the necessary financial 
backing to carry on a price war with the powerful industry leaders. 

4. Undue Centralization of Industry. Since the basing point system 
makes it unprofitable, if not commercially impossible, for small mills in 
many scattered places of the country to reduce prices, the result is that 
mills tend to concentrate in the areas of the big production centers. The 
basing point system also keeps down the level of new investment in a 
general way, because monopoly control always means higher prices, 
lower production, lower employment than would be the case under com- 
petition and, consequently, a restricted opportunity for expansion. 
Weight of Evidence in Basing Point Conspiracies 

It appears that when the basing point system was a new phenomenon in 
American industry, industry meetings, explanations, assurances, reassur- 
ances and even “cash deposits” were needed to insure uniform observ- 
ance.** Today such overt acts of conspiracy would hardly be considered 
necessary. Where, therefore, is there to be found the old-fashioned detec- 
tive-type evidence which the federal courts usually require for finding con- 
spiracy? The clean-cut lads of the FBI deserve the respect and admiration 
of the country. But when they are sent out by the Department of Justice 
to find evidence of a price-fixing conspiracy, they are likely to return emp- 
ty handed. The reason is that their innocent routine is to search business 
files for evidence which is usually not there. Even if the evidence had once 
been there, counsel would almost surely have made management aware of 
its risky significance. 

Now let us consider Mr. Simon’s public-spirited distaste for “conspira- 
cies.”” He has said at one place in his article that “[a]t the start we remove 
all conspiratorial price fixing from consideration for no one supports con- 
spiracies; every one agrees they are wrong.’”®* And again he castigates the 
Commission with: “The point is that the Commission’s twenty-five year 
basing point campaign, having now been disowned, was a waste of time 
which could better have been spent fighting conspiratorial and other 
predatory practices.’’®° 

“ Op. cit. supra note 56. 


* Simon, op. cit. supra note 2, at 320. * Thid., at 307. 
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Consider, then, an instance of basing point pricing. In January, 1947, 
the Illinois Department of Highways had asked for bids on some 50,000 
barrels of cement delivered inside each of the 102 counties in the State. In 
response to this invitation, eight firms submitted sealed bids, and each of 
the eight firms bid exactly the same figure for cement to be delivered in 
each of the 102 counties. The prices bid varied from county to county but 
in each of the 102 counties the eight firms had all bid alike." Professor 
C. O. Oakley of the Department of Mathematics of Haverford College 
analyzed this record and stated what the chance would be that such iden- 
tity of eight bids in each of the 102 counties could come about purely by 
chance. Professor Oakley said that this chance was about one in eight fol- 
lowed by 214 zeros, or less of a chance than the possibility of picking out 
at random a single predetermined electron in the total universe.* Should 
such price identity as this then be given any weight as evidence of con- 
spiracy? 

Consider then the pending basing point bill, Sen. 719, which Mr. Simon 
has urged Congress to pass. Perhaps the best explanation of what is in- 
tended by the bill is that given in the report accompanying the bill where 
it is explained that the record of identical price bids is ‘‘admissible as evi- 
dence,”’ but that no “adverse inference” may be drawn from such evi- 


dence. Nor is any adverse inference to be drawn from the “period of time,” 
the “rigidity,” the “frequency” or the “regularity” with which sellers 
have sold at identical prices.** There appears to be some inconsistency in 
the position of those who profess concern that “conspiracies” are being 
neglected, yet would have the things men do by conspiracy given no 
weight as evidence of conspiracy. 


® Patman, Remarks, 95 Cong. Rec. A3519 (1949). 


® Letter from Prof. C. O. Oakley to Senator Paul H. Douglas, July 20, 1949, 95 Cong. 
Rec. 11403 (1949). 


$8 The senior Senator from Illinois (Douglas) testified on Sen. 719, 82d Cong. ist Sess. (1951), 
during the course of hearings held by the Senate Select Committee on Small Business. The 
writers understood that while Mr. Simon himself did not testify in support of the bill, he was 
allotted the time of this committee for witnesses appearing in support of the bill. The Council 
for Clarification of Pricing Practices with which Simon was connected listed the passage of 
Sen. 719 as one of its objectives. 97 Cong. Rec. A7308 (1951). 


* Sen. Rep. No. 293, 82d Cong. ist Sess. 6 (1951). The report stated: “The period of time 
during which, and the rigidity with which, sellers have sold at like prices also is admissible 
evidence under a charge of conspiracy. Here again such evidence alone does not prove, and no 
adverse inference may be drawn, from the frequency or regularity with which a seller meets or 
offers to meet his competitor’s lower prices. Where sellers are in fact engaged in price compe- 
tition, there is no limitation upon the frequency or regularity with which they may meet the 
equally low price of a competitor, absent any agreement or understanding tending to con- 
spiracy. This is particularly true with regard to freight absorption so as to permit sellers to 
compete, in distant markets, with more favorably located competitors.” 
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IV. “Good Faith” Abuse of Power 


The Standard Oil (Indiana)® case has defined and, in part, settled the 
legal issues of price discrimination. The facts of record also affect eco- 
nomic issues. The case involved Standard’s discrimination in the price 
of gasoline sold to buyers in the Detroit area. Certain interpretations of 
the Commission’s position in this case have been publicized to the effect 
that: (1) the Commission is attempting to force manufacturers and dis- 
tributors to adopt resale price maintenance, and is thus seeking to re- 
strain competition, and (2) the Commission is attempting to eliminate 
functional discounts and thus eliminate wholesalers and distributors from 
the business system. Mr. Simon alternatively imputes both objectives to 
the Commission. The first of these alleged objectives is used, moreover, 
as the basis for his claim that the ‘“‘economic philosophies” of the FTC 
and the Department of Justice are at odds—that the Commission is 
trying to force business firms to do things which the Department of Jus- 
tice would prosecute them for doing. 

Actually, the Commission has been consistently unfriendly to the Mil- 
ler-Tydings Act,” which provides a legal way of maintaining resale prices, 
and coincidentally, a quite well-known Act which Mr. Simon’s article 
overlooks. The Commission’s record also shows that it has been consist- 
ently unfriendly to methods of maintaining resale prices not sanctioned 
by the Miller-Tydings Act. 

As for the argument that the Standard Oil (Indiana) case was an attack 
upon functional discounts, the majority opinion of the Supreme Court 
held that the fact that the customers receiving the lower prices served 
some distribution functions was irrelevant to the problem and that the 
outcome of the case would be the same whether they were regarded as 
“wholesalers” or “retailers.” 

What is the problem then? Obviously the answer is not quite so simple 
as Mr. Simon has put it, namely, that for some reason which is not ex- 
plained, the Commission is trying to eliminate competition. 

* Op. cit. supra note 6. 


50 Stat. 673 (1937), 15 U.S.C.A. §1 (Supp., 1951). The FTC has consistently voiced 
its opposition to efforts to legalize resale price maintenance. Reference is made to the following 
reports: Resale Price Maintenance, H.R. Doc. No. 1480, 65th Cong. 2d Sess. 1 

sta); Report on Resale Price Maintenance, H.R. Doc. No. 145, 66th Cong. ist Sess. 1 (1919); 

H.R. Doc. No. 546, Parts I and II, 70th Cong. 2d Sess. (1929 and 1931); Legislation of Con- 
tracts for Minimum Resale Prices, Sen. Misc. Doc. No. 58, 75th Cong. ist Sess. 1 (1937); 
FTC, Report on Resale Price Maintenance (1945). 

In hearings before the Subcommittee of the House Judiciary Committee (Feb. 14, 1952) 
and the House Interstate and Foreign Commerce Commission (Feb. 15, 1952) on pending 
minimum resale price maintenance bills, Assistant General Counsel James W. Cassedy, speak- 
ing for the Commission, voiced the Commission’s continuing opposition to such legislation. 
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Standard Oil (Indiana) is a very large corporation. It markets gasoline 
under its trade name in some fourteen states, mostly in the Middle West. 
Its gasoline marketed in the Detroit area comes from its refinery at Whit- 
ing, Indiana, whence it is shipped by tanker to storage tanks outside De- 
troit, and from there it is distributed to the trade. 

Standard supplied, according to the Commission’s findings, some 358 
retail service stations in the Detroit area. Of these, Standard owned some 
200 and leased them to operators, and it leased and subleased 8 others. 
The remaining 150 were independent operators who owned or leased their 
stations from someone else. While none of these dealers was bound by any 
specific contract to deal exclusively in gasoline furnished by Standard, 
none of them was, in practice, free to shift from one supplier to another. 
Standard sold to all of them at a uniform “tank wagon” price. 

In addition, however, Standard sold to four dealers whom it called 
“jobbers.”’ These four were more substantial business firms than the or- 
dinary retail dealer, and they had one characteristic which is particularly 
pertinent to the problem: They had facilities which would have permitted 
them to handle the gasoline of smaller refiners who had no local storage 
and distribution facilities of their own." 

Standard sold to the four “jobbers” at 1} cents a gallon less than the 
tank wagon price. One of these “jobbers,’’ Citrin-Kolb, in addition to sup- 
plying its own retail stations, sold substantial gallonage to another com- 
pany, which also ran a chain of retail stations, at 1} cents less than the 
tank wagon price. Citrin-Kolb issued special service cards which entitled 
the holder to a discount of 2 cents a gallon at its retail stations. 

A second of the four “‘jobbers,”’ Ned’s, sold at retail exclusively. Ned’s 
retail price was 2 cents below the prevailing retail price at Standard sta- 
tions. The margin of Standard’s retail dealers at the time was 3.3 cents a 
gallon. There was no evidence that the other two “jobbers” ever caused 
any price cutting; consequently they can be eliminated from the discus- 
sion. 

The Commission found that the competitive advantage enjoyed by 
Ned’s and Citrin-Kolb was capable of being used, and had been used, to 
divert large amounts of business from other gasoline retailers. And it fur- 
ther found that the effect of Standard’s discriminations not only “may”’ be 

*? Mr. Justice Burton described them as follows: ‘The distinctive characteristics of these 
‘jobbers’ are that each (1) maintains sufficient bulk storage to take delivery of gasoline in 
tank-car quantities (of 8,000 to 12,000 gallons) rather than in tank-wagon quantities (of 700 
to 800 gallons) as is customary for service stations; (2) owns and operates tank wagons and 
other facilities for delivery of gasoline to service stations; (3) has an established business suffi- 


cient to insure purchases of from one to two million gallons a year; and (4) has adequate credit 
responsibility.” Standard Oil Co. v. FTC, 340 U.S. 231, 235-36 (1951). 
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substantially to injure competition, but that they had, in fact, substan- 
tially injured competition. The Commission had charged Standard with 
violating Section 2 (a) of the Clayton Act, as amended. Standard’s at- 
tempted defenses included: (1) a claim that its discriminations were justi- 
fied by differences in the cost of supplying the different customers, as pro- 
vided by Subsection 2 (a) of the Act, and (2) that its discriminations were 
“made in good faith to meet an equally low price of a competitor,” as set 
out in Subsection 2 (b) of the Act. 

Standard attempted, but failed, to show a cost defense; and its subse- 
quent appeal to the Circuit Court omitted this plea. As for the claim that 
the discriminations were made in “good faith,’”’ the Commission made no 
finding, but “assumed” that there was good faith. The Commission took 
the position, however, that since it had already fulfilled the burden of 
showing the discriminations to have, in fact, the effect of substantially in- 
juring competition, the good faith defense was irrelevant. Accordingly, it 
issued a cease and desist order. 


The Standard Oil (Indiana) Order 


The substance of the Commission’s order was as follows: (1) Standard 
must stop selling to some retailers at prices less than those it charged other 
retailers; (2) Standard must not allow lower prices to jobbers on that part 
of the gasoline which the jobbers sold at retail; and (3) Standard must not 
allow a lower price to a jobber where the jobber resells to retailers at a 
price below Standard’s tank wagon price. 

The prohibitions in the order were limited, however, to discriminations 
affecting competition between retailers of Standard gasoline who were in 
actual competition with one another. They were further limited to dis- 
criminations not justified by differences in costs, since Subsection 2 (a) 
clearly exempts such discriminations. 

The United States Circuit Court of Appeals for the 7th Circuit modified 
the Commission’s order somewhat, but unanimously upheld the Commis- 
sion’s main contention, which was that good faith does not immunize a 
discriminatory practice after the practice has been shown to have the 
harmful effects on competition specified in the statute. In reaching this 
decision the Circuit Court leaned upon the language of the statute and the 
legislative history of the Robinson-Patman Act. 


38 Stat. 730 (1914), as amended, 49 Stat. 1526 (1936), 15 U.S.C.A. § 13(a) (1951). 

* The Circuit Court said, ‘“The Chairman of the House Conferees stated on the floor of the 
House as he presented the Conference 

“Tt is to be noted, however, that this vos not set up the meeting of competition as an 
absolute bar to a charge of discrimination under the bill. It merely permits it to be shown in 
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Little objection has been raised against that part of the Commission’s 
order which prohibits Standard from discriminating directly among com- 
peting retailers. It seems indisputable that its order would be ineffective if 
Standard were allowed to accomplish the same result through the medium 
of a jobber. Yet it is this latter feature of the Commission’s order which 
has been used as the basis of the assertion that the Commission has 
launched a crusade to eliminate wholesalers. When the Circuit Court 
of Appeals was confronted with the argument that the effect of the Com- 
mission’s order was to eliminate wholesalers, it made a reply which should 
have directed the subsequent argument along logical channels. It said: 
The petitioner argues that this is an elimination of wholesalers. If this be true, it is 
elimination only where their existence cannot be justified except on the exploitation 
of a differential in price not justified by any cost savings to obtain that price. This 
does not impress us as either illegal, unwarranted, or unjust.” 

Thus, a logical rebuttal to the Circuit Court’s decision—should anyone 
care to make it—would be to this effect: A wholesaler has a right to a mar- 
gin for which he serves no economic function, and this right is paramount 
over both the rights of injured parties and the public interest in maintain- 
ing a competitive system. Such an argument would have faced the issue 
squarely. But the appearance of an intermediary, or ‘‘jobber,” in the trade 
picture introduces a complication which provides an added opportunity 
for shifting the argument to quite different grounds. 

The argument offered, though without an explicit statement of the 
causal relationships, is that discrimination in the Detroit area was the 
very essence of competition—indeed the cause of competition. Conversely, 


evidence. This provision is entirely procedural. . . . If this proviso were construed to permit 
the showing of a competing offer as an absolute bar to liability for discrimination, then it would 
nullify the act entirely at the very inception of its enforcement, for in nearly every case mass 
buyers receive similar discriminations from competing sellers of the same product. . . . 

“ ‘The intent of Congress is clear and the language used to express its intent, it seems to us, 
is not ambiguous. That Section 2(b) is as the Conference Report says it was intended to be, 
seems to be the view of the Supreme Court as expressed in Federal Trade Comm. v. A. E. 
Staley Mfg. Co., 324 U.S. 746, 65 S.Ct. 971, 89 L. Ed. 1338, which reversed this Court in 
A. E. Staley Mfg. Co. v. Federal Trade Commission, 7 Cir., 144 F. 2d 221, wherein we held the 
prima facie case had been rebutted. Chief Justice Stone said, . . . 

“ ‘Tt will be noted that the defense that the price discriminations were made in order to meet 
competition, is under the statute a matter of “rebutting’’ the Commission’s “prima-facie 
case.” Prior to the Robinson-Patman amendments, §2 of the Clayton Act provided that 
nothing contained in it “shall prevent” discriminations in price “made in good faith to meet 
competition.’’ The change in language of this exception was for the purpose of making the 
defense a matter of evidence in each case, raising a question of fact as to whether the compe- 
tition justified the discrimination.’” Standard Oil Co. v. FTC, 173 F. 2d 210, at 215-16 
(C.A. 7th, 1949). 


7 173 F. 2d 210 (C.A. 7th, 1949). 
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so the argument goes, the Commission’s order seeking to restrain discrimi- 
nation would restrain competition and force consumers to pay higher 
prices. This is an argument which manifestly has great appeal to the 
courts and accords with their established predilections in such matters. 

But did Standard’s discriminations increase competition and did they 
result in lower prices for consumers in Detroit? Conversely, would con- 
sumers in Detroit pay higher prices for gasoline if Standard were com- 
pelled to comply with the Commission’s order? Perhaps the best way to 
answer these questions is to begin by asking another question: “Why did 
Standard make the discriminations in the first place?’ Surely Standard 
was not merely trying to compete with itself. 

Standard shared in the Detroit market with several of the other major 
oil companies. The record indicates that there was little or no price com- 
petition between the majors. There appears to have been no competition 
at all in the majors’ tank wagon price (the price at which most of the gaso- 
line was sold) although evidence was introduced to show that other 
majors had on occasion offered Standard’s “jobbers” gasoline at prices as 
low or lower than Standard’s. Standard was the price leader. 

So far, the facts would seem to present the typical picture of gasoline 
marketing over the country. In some further respects, however, the De- 
troit market was perhaps atypical. The majors altogether sold about 87 
per cent of the gasoline consumed in the area, while independents supplied 
the rest. The relatively high proportion of non-major brand gasoline sold 
in the Detroit market seems to have been accounted for by the fact that 
there were several independent refiners in Michigan, refining Michigan 
crude, with relatively easy access to Detroit by water freight. The non- 
major gasoline sold at retail below the price of major brands. The usual 
differential of 2 cents a gallon appears not to have diverted much trade 
from the stations selling major brands, but when the price of non-major 
brands dropped below a 2 cent differential, major sales dropped and inde- 
pendent sales increased. At times the independents’ prices dropped as 
much as 6 cents below the price of major brands, and there were frequent 
“price wars” in the area. 

The trouble, it appears, was caused by a small Michigan refinery named 
Red Indian. It seems that Red Indian was willing to take a lower price for 
its gasoline than Standard charged. Having itself neither storage nor dis- 
tributing facilities in the Detroit area, there were few buyers to whom it 
could effectively offer its gasoline. Standard therefore discriminated to 
meet Red Indian’s offers to these particular buyers. Since these buyers had 
a choice between Standard’s highly-advertised gasoline and a less-known 
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gasoline, both at the same effective price, they naturally chose the adver- 
tised brand. The result was that the smaller refiner was foreclosed from the 
Detroit market. 

This situation poses the general problem: What chance is there for a 
small seller to break into the market against the discriminatory tactics of 
a large competitor? Should Red Indian go elsewhere to find a market? 
Where would it go, if it is to be met with the same obstacle in market after 
market across the country? Should it invest in its own storage and distri- 
bution facilities and in its own retail stations? If it has only enough capi- 
tal to acquire such facilities in a few selected areas, then would it not be 
squeezed out by discriminations in whatever areas it made its invest- 
ments? Could Red Indian anywhere reduce its price sufficiently below the 
major competitor’s price to take any substantial business? Or would it not 
always find its prices met by discriminations and, inevitably, conclude 
that it has all to lose and nothing to gain by attempting price reductions? 


Standard Oil’s Alternatives 


What would be Standard’s alternatives under the Commission’s order? 
First, if it wished to exclude Red Indian from the Detroit market, it might 
reduce its price to all buyers in that area. True, this would prove less prof- 
itable to Standard, as it would result in lower prices to consumers through- 
out Detroit, not just to those consumers who found it convenient to pa- 
tronize the retail outlets enjoying the discriminatory advantage. Alterna- 
tively, however, suppose that Standard chose to maintain its general price 
level in the Detroit area. Then it would have to refuse discriminations to 
jobbers whom it knew to be reselling at prices below Standard’s prices 
to competing dealers. Since these jobbers have demonstrated a desire to 
increase their shares of the market, by passing on lower prices, it can be 
assumed that they would now seek suppliers offering low but non-dis- 
criminatory prices, which they could pass on to consumers. The same con- 
sumers who formerly purchased gasoline at a low price would still have 
gasoline available at a low price, but it would be purchased from the 
independent refinery. 

Assuming that the independent refiners who have already demonstrat- 
ed their willingness to sell below Standard’s prices can and do produce 
gasoline equally as good as Standard’s, their products would gain consumer 
acceptance and gradually cut into Standard’s sales. This might force 
Standard’s whole price level down—an eventuality which Standard un- 
doubtedly foresaw when it deployed its prices so as to make the distribu- 
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tion facilities of the four ‘“‘jobbers” unavailable to Red Indian and other 
independents.” 

Obviously, of the several alternatives open to Standard, the one offer- 
ing the greatest profit and market security was the one which it chose. 
This course also resulted in the highest average price to consumers, the 
lowest opportunity to smaller refiners, and the destruction of independent 
retailers. But the destruction of independent retailers would be of little 
consequence to a major oil company. Indeed, if independent retailers go 
bankrupt, their stations can be brought up to further insure against a 
small refiner ever finding market outlets. 

In summary, the effects of the discriminations in the Detroit area were 
to block the entry and growth of small refiners and, at the same time, to 
maintain high prices for major brand gasolines. Conversely, any realistic 
course which Standard might have taken in obedience to the Commission’s 
order would have had the opposite effects. Mr. Simon painted a much dif- 
ferent picture of this matter to the Supreme Court. He told the Court that 
the Commission’s order in this case was an attempt to protect competitors 
from competition, ‘the N.R.A. theory,” and that the Commission’s “phi- 


™ Another reason which has been suggested for the discrimination is that Standard adopted 
this means of forcing its dealers to reduce their margins and thus bear the burden of driving 
out the independents. This is not implausible, and if true, was an additional way Standard 
used its power to force out independent competitors at a minimum of expense to itself. 

Still another explanation was offered by counsel speaking as an amicus in the first oral 
argument of the Standard Oil case in the Supreme Court. This was to the effect that Standard’s 
discrimination was intended to force down dealer margins, so that tank wagon prices could 
then be raised “without pushing the retail price above what the public was accustomed to 
paying previously.” Brief for Retail Gasoline Dealers Association of Michigan, Amici Curiae 
at 17, Standard Oil Co. v. Federal Trade Commission, 340 U.S. 231 (1951). Such may in- 
deed have been a part of the purpose of the discrimination. If true, however, this would imply 
a degree of monopoly contro] over the market which further suggests the need for competitive 
rules which would allow newcomers to break into the market. 

This point brings to mind a somewhat different matter. Students who have read this paper 
in draft stage have raised this question concerning our general analysis of discrimination: 
“What about other traditional kinds of analysis, e.g., a monopoly exploiting independent 
markets to the fullest extent?” The answer is quite simple. Different groups of buyers fre- 
quently have different demand curves. Consequently, we are fully aware that established 
monopoly can discriminate to key its prices to the different demand curves, to the benefit of 
both itself and consumers generally. We are not here dealing, however, with the rules of com- 
petition from the standpoint of which rules are most conducive to the creation and efficient 
operation of monopoly. On the contrary, the question here is ‘“What kind of rules will best 
create and maintain competition?” It is apparent, we think, that rules of competition which 
shift the question of who is to survive the competitive struggle from the question of ‘‘who is 
the biggest” to the question ‘‘who is the most efficient” will tend to create and maintain com- 
petition. It may be said in summary however that the Clayton Act, as amended, does not inter- 
fere with discrimination by monopoly which has any legal sanction. 
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losophy of the Robinson-Patman Act” was “diametrically opposed”’ to the 
philosophy of the Sherman Act.” 

The Court must indeed have believed that it was injury to competitors 
that the statute meant to restrain, rather than a particular method by 
which competitors are injured. The majority opinion throughout treats 
discrimination as synonymous with competition and sets up as the basic 
question to be decided the question of how far Congress meant to go in re- 
straining competition by passing the Robinson-Patman Act. The majority 
came to the conclusion that Congress manifestly did not intend to go so 
far as to stop competition (discrimination) in good faith, since Congress 
left an obvious loophole by which competitors might be injured—that is, 
non-discriminatory price reductions. It said: “It must have been obvious 
to Congress that any price reduction to any dealer may always affect com- 
petition at that dealer’s level as well as at the dealer’s resale level, whether 
or not the reduction to the dealer is discriminatory.””* 

Shortly after this decision was announced, there was introduced in the 
Senate the basing point bill, Sen. 719. Its “primary purpose,” according 
to the accompanying report, is to “conform statutory law” with the 
Supreme Court’s interpretation of the law in its Standard Oil decision.” 


V. Simon’s Charges against the FTC 


Against this background of the issues we can now better understand 
Mr. Simon’s charges against the Commission. These charges break down 


™ The following colloquy is from the transcript of the oral argument before the United 
States Supreme Court in Standard Oil Company v. FTC, p. 49 (October 10, 1950): 

‘Mr. Smson: Then it is generally the consumer that gets hurt. 

“Justice Jackson: Do you think we have statutes of any consistent philosophy of business 
control? 

“Mr. Smaon: Well, I must confess that the philosophy of the Sherman Act is diametrically 
opposed to the philosophy of the Robinson-Patman Act, as the Federal Trade Commission 
construes it. 

“Justice JACKSON: We have vacillated and oscillated between the N.R.A. theory, roughly, 
and the Sherman Anti-Trust Law theory ever since I can remember, and we are still wobbling. 

“Mr. Son: This is the N.R.A. theory and, Mr. Justice Black, it is no different than the 
hundreds of cases you have had in this court where a bunch of businessmen get together and 
say, ‘We are just not going to compete with each other too roughly. I won’t take any business 
away from you; you don’t take any business away from me, and we will all live and let live.’ ” 


™ Standard Oil Co. (Indiana) v. FTC, 340 U.S. 231, 250 (1951). 


1% “The primary purpose of this bill is to conform statutory law to the interpretation of 
section 2 of the Clayton Act, as amended by the Robinson-Patman Act (49 Stat. 1526, 15 
U.S.C., sec. 13), recently enunciated by the Supreme Court in Standard Oil Company v. 
Federal Trade Commission, 340 U.S. 231 (1951).” Sen, Rep. No. 293, 82d Cong. ist Sess. 1 
(1951). For an analysis of the Standard Oil (Indiana) decision, see the minority report on Sen. 
719 of the Senate Committee on the Judiciary, Sen. Rep. No. 293, 82d Cong. ist Sess. Part II 
(1951). 





1952} THE NEW ATTACK ON THE FTC 711 


into three major headings: (1) that the Commission has failed to be in- 
formative; (2) that the Commission has created confusion; and (3) that 
the Commission’s staff has crusaded for “ ‘unorthodox’ ideologies,’”’ some 
of which, if adopted, would put business in conflict with the Sherman Act. 


The Charge that the Commission Has Failed To Be Informative 

Mr. Simon castigates the Commission for its “refusal to be informa- 
tive,” alleging that it wilfully refuses to assist businessmen to under- 
stand the law. He concludes from his study of the legislative history that 
the Commission has strayed from its original statutory duty by refusing 
to issue advisory opinions to businessmen with respect to the legality of 
possible courses of conduct under the antitrust laws. A similar complaint 
is made of the Commission’s refusal to make formal acceptance or rejec- 
tion of the business firms’ compliance reports, which are filed after receipt 
of a cease and desist order. 

In support of his interpretation of the legislative history of the FTC 
Act, Mr. Simon offers a quotation from President Wilson’s message of 
January 20, 1914, from which an inference can be drawn that President 
Wilson envisioned a trade commission issuing advisory opinions and that 
the FTC Act was passed by Congress “acting upon that recommenda- 
tion.””* It is probable, however, that one can find in the quotation cited at 
least an equal emphasis on the idea that the new commission was not to be 
“empowered to make terms with monopoly.””” 

The Commission has been extensively informative to business. It has 
engaged successfully in trade practice conference work for the last thirty 
years. In this work it cooperates with whole industries in working out 
rules of fair conduct. Such trade practice rules have been worked out be- 
tween the Commission and business firms for more than 166 industries.” 
These rules are published and widely disseminated among businessmen, 
trade associations, consumers and others. This is in addition to the Com- 
mission’s findings and orders which are published and indexed in the usual 
manner. 

To write of the Commission’s “refusal to be informative” states the 
complaint too broadly. What seems more nearly correct is that the Com- 
mission has refused to give the kind of information Mr. Simon wishes it 
to give. Both the House and Senate committees which passed on the FTC 

7 Simon, op. cit. supra note 2, at 301. 

% Thid., at 299. 

7 51 Cong. Rec. 1963 (1914), cited by Simon, op. cit. supra note 2, at 299, n. 5. 

7 FTC, Annual Report 69 (1950). 
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bill studied the question whether the Commission should be authorized to 
give advisory opinions, and these committees heard many qualified per- 
sons on the subject. Among those heard was Louis D. Brandeis. Shortly 
after its formation, moreover, Brandeis advised the Commission on the 
same subject. Brandeis’ interpretation of the legislative history of the 
FTC Act differed from Mr. Simon’s: 


It never was intended, in the composition of the Board, and certainly not in the legis- 
lation, for you to exercise this power. That was very much discussed, and the only 
strong argument that was put up against the Trade Commission was the danger of 
giving to the Commission just such power as this.”* 


Brandeis’ advice to the Commission did not rest merely upon his opin- 
ion that the Commission was not intended and did not have the authority 
to issue advisory opinions; he also added a strong logical argument as to 
why such a practice would be unworkable.*® One of the sources of dissatis- 


7 FTC Records, Testimony before Commission of Louis D. Brandeis at 4 (1915). 


%° A more complete statement of Brandeis’ comments to the Commission is as follows: 

‘“Mr. Branpets: That question which they bring up is a question which has been very 
much discussed as, on the one hand a thing that was desirable, and, on the other hand, as a 
thing that was dangerous. . . . From the business s‘andpoint, it is desirable. It would be a 
very convenient thing if a man could come before your body and say, ‘Here are the facts; is 
this right? Can we do this, or can we do that?’ It sounds very alluring. I believe it to be abso- 
lutely impossible of proper application, and for this Commission, I think it would be one of the 
most dangerous powers that it could possibly assume. Now, take this situation. In the first 
place, whether a thing is within the prohibition of the law, or is not, is a legal question. Ulti- 
mately, it has got to be decided, if the question does come up, by the Supreme Court of the 
United States. . . . It never was intended, in the composition of the Board, and certainly not 
in the legislation, for you to exercise this power. That was very much discussed, and the only 
strong argument that was put up against the Trade Commission was the danger of giving to 
the Commission just such power as this; that it was almost inevitable that if that power were 
given the public would be tricked; I mean, that the Commission, with the best of intent, would 
be hoodwinked; and it is really inevitable that it should be. . . . The difficulty in this situation 
of you passing upon this condition is twofold. In the first place, the facts do not exist yet. You 
are to determine in advance, largely as prophets, what is going to happen. Assuming absolute 
good faith on the part of the people who come before you, you are to determine whether that 
which they are planning to do is going to result in an improper restraint of trade. You cannot 
decide that fact because you do not know what the facts are going to be, nor the conditions 
to which they are going to apply them, because they do not even know; because they are going 
to act, and even in good faith, upon the circumstances as they arise from time to time. . . . 

‘‘But the other point is, and that is the point that we lawyers have to deal with more fre- 
quently, and which is constantly impressed upon us, no statement of facts, however honest your 
people may be, can be relied upon until it has been subjected to the careful study and criticism 
of people who have a different point of view. Now, these people may be perfectly honest in 
laying this matter before you. They see it from their side. They do not know the whole field. 
They only see the difficulties which they have got and which they are trying to overcome. . . . 
If we are going to get anywhere near the truth and justice in this action you have got to have 
the other side fully represented, and that never can be done in advance because the people 
who are going to be affected by this are not available. . . . 

“Now, I do not believe, on the other hand, that the difficulty for the business man is 
nearly as great as he imagines it to be. I have been at times counsel for a few trusts. The 
president of one of the largest of them, when we were discussing the law some four or five years 
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faction with the Sherman law was the practice of executive sanctions, not 
infrequently conferred upon highly dubious business deals. Consequently, 
two antitrust agencies, each granting businessmen immunities from the 
laws of the other, was hardly the purpose Congress had in mind when it 
passed the FTC Act. As Brandeis’ remarks suggest, considerable opposi- 
tion to the proposed Commission was engendered by the fear that it might 
somehow sanction unsound business practices, with the effect of immuniz- 
ing them from the Sherman law. It was for this reason that Congress 
adopted Section 11 of the FTC Act, providing that nothing in the Act 
“should be construed to prevent or interfere with the enforcement” of the 
antitrust acts.™ 


The same practical objections and the same question of legal authority 
apply to the Commission’s blessing compliance reports as apply to the 
giving of advisory opinions in the first place. The problem whether an 
order of the Commission has been violated would seem to raise a suffi- 
ciently knotty question for litigation, without adding to it the further 


ago,—and he was full of his attacks against the Sherman Law,—said to me, ‘Now, you have 
been speaking in favor of this Sherman Law, and I have been going around and trying to find 
out what I can do, and I can’t get any advice as to what I can do.’ And he said, in rather a 
pleasant enough way, but in certain ways rather sneering, ‘Perhaps you can advise me.’ I 
said, ‘I can advise you perfectly, but it is a question of what advice I can give you. If you ask 
me how near you can walk to the edge of a precipice without going over, I can’t tell you, for 
you may walk on the edge, and all of a sudden you may step on a smooth stone, or strike 
against a little bit of root sticking out, and you may go over that precipice. But if you ask 
me, how near you can go to the precipice and still be safe, I can tell you, and I can guarantee 
that whatever mishap comes to you, you will not fall over that precipice. You have taken my 
advice, and other lawyers’ advice about any number of things; and when we give you advice, 
you act on that advice; and you have given up many a good trade on questions that have had 
nothing to do with the Sherman Law, at all, because you were not willing to take the risk.’ . . . 
I said, ‘You must not expect from the Sherman Law any more than you do from any other 
law you are dealing with. You must not expect that you can go to the verge of that law without 
running any risks. Why should you? You do not in any other relation of life that I know of. 
And your lawyers, if they are good lawyers, and experienced lawyers, can advise you. As a 
matter of fact, there have been mighty few relations in life where you could not have advised 
yourself. Your conscience, if you are honest with yourself, would tell you, nineteen times out 
of twenty, and without a lawyer, whether you intended to restrain trade; and if you could say 
to yourself, clearly, and honestly, that you did not intend a restraint of trade, you would not 
need to go to any lawyer at all. But if you want to know whether you can squeeze through, 
or something comes up that suggests to you that there is a very grave doubt that you can 
squeeze through, then you want to get some way to squeeze through.’ I feel that very strongly 
from the experience that I have had. I think there are a good many things—quite a number of 
things that men have been frightened from doing which, under courageous advice, they could 
do; a great many agreements which I believe would be held reasonable. 

“So, I believe, that this Commission could not do anything which in its real essence, would 
be more harmful to business, and more dangerous to the Commission itself, than to exercise 
this power, if you have it. But I think it is perfectly clear that you have not got it.” Ibid., at 
2-9, 12-13. 


® 38 Stat. 717 (1914), 15 U.S.C.A. § 51 (1951). 
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questions (1) whether business firms have, by their statements, correctly 
interpreted the Commission’s order, and (2) whether the Commission has 
correctly interpreted the business firms’ interpretation of its order. 


The Charge that the Commission and Its Staff Have Caused Confusion 


Granted, there has been a great deal of confusion, but it is abundantly 
clear that the bulk of this confusion was artificially generated by industry 
interests affected. Here it may be admitted that the two antimonopoly 
laws in dispute are not models of clarity. On the contrary, all the antitrust 
laws are probably not semantically precise. But it is quite doubtful if 
clarity in the antitrust laws is desired by those now attacking them, 
particularly if clarity is to be coupled with strength. 

A general clarification of the law on the basing point system without 
weakening our antitrust policies would not require a difficult feat of 
draftsmanship. The law could be clarified with fewer words than would go 
into an ordinary telegram. All that would be necessary is a law which de- 
clares that the basing point system is illegal. Such a statute, coupled with 
Mr. Justice Black’s description of the basing point system in the Cement 
opinion, would make the matter crystal clear. This description is a monu- 
ment of simplicity and clarity in expository writing. Any businessman can 
read it and know what the basing point system is. And businessmen who 


are not desirous of skating on the last possible brink of legality can deter- 
mine what it is they should avoid without advice of counsel. This is about 
what the state of the law on basing points was after the Cement decision. 
But as Professor Latham has said: 


It is difficult, if not impossible, to ascertain with exactness the intention of the steel 
industry in this matter, but there is certainly a sense in which it could be argued that 
the trouble with the existing law was not that it was unclear, but that it was becoming 
painfully clear, and that the hope of practitioners of the basing point system was not 
to clarify the trend, but to reverse it.™ 


The Charge that the Commission’s Staff Has Crusaded for “‘ ‘Unorthodox’ 

Ideologies” 

Here we come, judging by the vigor of his language, to what is Mr. Si- 
mon’s main argument against the Commission. But we find the thread of 
this argument somewhat elusive for the reason that he seems not quite to 
have made up his mind whether the burden of his complaint is (1) that 
there is duplication of activity between the FTC and the Department of 
Justice because “the same statutes may in effect be enforced against the 
same businessmen’’** or (2) that although there is “virtually concurrent 


* Latham, op. cit. supra note 47, at 273. 83 Simon, op. cit. supra note 2, at 297. 
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jurisdiction,”** the FTC staff has refused to enforce the laws as promul- 
gated by Congress but has instead crusaded for “ ‘unorthodox’ ideolo- 
gies.’ 

Taking Mr. Simon’s article as a whole, however, it seems safe to say 
that the “crusades” for ‘‘ ‘unorthodox’ ideologies” are what he objects to 
most. They are, to use Simon’s phraseology: (1) the crusade for “f.o.b. 
mill” ;** (2) the crusade against “functional pricing”’;*’ and (3) the crusade 
against “good-faith competition.’’** 

It is now a well-advertised fact that the late Walter Wooden, long-time 
Associate General Counsel of the Commission, and the man who handled 
most of the Commission’s basing point cases, at one time endorsed an 
“unorthodox” solution to the basing point controversy. In the bitter 
debates that followed the Cement decision, the basing point advocates 
would recognize no middle ground for independent or individual delivered 
prices. Their argument was that either the law permitted all of the char- 
acteristics of basing point price-fixing; or it required unvarying f.o.b. 
mill. After many months of this, Mr. Wooden announced that he would 
personally recommend legislation requiring f.o.b. mill. Mr. Wooden 
made it very clear, however, that he understood existing law to make no 
such requirement. 

The crusade against “functional discounts” appears to be mainly the 
Commission’s attempts to enforce the antidiscrimination statute in the 
Standard Oil case** and in the Spark Plug cases.® It is evident by now that 
this is purely a problem of semantics. Just as attempts to restrain basing 
point conspiracies have been labelled “‘crusades for f.o.b. mill,’ any dis- 
crimination cases which happen to involve business firms in different 
trade levels now become crusades against “functional pricing.” 

The Chairman of the Commission in an address to the annual meeting 

of the Motor and Equipment Wholesalers Association on December 3, 
1951, stated: 
As Chairman of that Commission, however, I am in a position to assure you that the 
Commission has never issued an order to cease and desist in a price discrimination 
case under the Clayton Act, as amended by the Robinson-Patman Act, against a 
manufacturer forbidding the granting of functional or trade discounts as such. So 
much for the past. As to the future, I can assure you as Chairman of the Commission 
that I have no thought of attempting any such action and in my judgment the law 
would not permit the Commission to take such action.” 

 Thid. * Tbid., at 307. 

% Tbid., at 298. 8 Tbid., at 315. 

* Thid., at 302. 89 Op. cit. supra note 6. 

* Authorities cited note 5 supra. 

" Mead, Address to Motor and Equipment Wholesalers Ass’n (December 3, 1951). 
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In view of such clear statements from the Chairman and others, it would 
seem sensible to wait and hear the Commission’s side of the Spark Plug 
cases before passing judgment on Mr. Simon’s argument that the Com- 
mission has launched a campaign to eliminate wholesalers from the busi- 
ness system. 

The Commission’s stand in the Standard Oil case also supplies the 
“proof” of its crusade against “good faith competition.” As has already 
been noted, the Commission took the position that since Standard’s prac- 
tice of discriminating in prices was injuring, and probably destroying, sev- 
eral hundreds of its independent retail distributors, the practice should be 
stopped even though it might have been carried on in “‘good faith.’”’ The 
opponents of this position would place a higher value on “good faith” than 
upon an antitrust law which could restrain destructive abuses of power. 


VI. Simon’s Legislative Recommendations 


Mr. Simon’s legislative recommendations are to transfer the FTC’s an- 
titrust functions to the Department of Justice, to make the Commission’s 
findings of fact subject to review on the weight of the evidence, and to 
transfer the FTC Bureau of Industrial Economics to the Department of 
Commerce. 


The Independent Regulatory Commission versus the Executive Agency 


If the proposal to transfer the Commission’s antitrust function to the 

Department of Justice were adopted, then Mr. Simon’s recommendation 
of having the courts review the Commission’s findings “‘on the weight of 
the evidence” would become surplusage. The district courts make findings 
of fact “‘on the weight of the evidence” in Justice cases, in the first in- 
stance. On the other hand, the recommendation that the courts be re- 
quired to review the Commission’s findings on “weight of evidence” 
overlooks the reasons why a regulatory body was created in this field in 
the first place. Mr. Landis has said of these reasons: 
In the field of unfair competition and monopoly, and in the field of labor, there was 
widespread distrust of the courts’ ability to evolve workable concepts to direct the 
economic forces which had posed these problems. Some of this distrust found its 
source in the belief that the resolution of these matters required a condition of un- 
interrupted supervisory interest that was incompatible with the demands of judicial 
office. 

Mr. Simon would turn back the clock nearly forty years. He seeks a 
return to conditions which prevailed before President Wilson and Con- 
gress resolved the issue of monopoly regulation. As early as 1911, Attorney 
General Wickersham had recommended an administrative agency such 

* Landis, op. cit supra note 8, at 32-33. 
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as the FTC to supplement his department’s work in the antitrust 
field.* 

Mr. Wickersham’s frank admission about the inadequacy of the De- 
partment of Justice in controlling the monopoly problem is supported by 
Mr. Landis,** and Professor Robert E. Cushman, one of the most highly 
regarded authorities on this subject, has also pointed out the disad- 
vantages of partisan control over the enforcement of antimonopoly laws.” 

Recent rapid changes in the office of the Assistant Attorney General in 
Charge of the Antitrust Division of the Department of Justice demon- 
strate Cushman’s point all too clearly. Within the past ten-year period six 
different men have had the job of administering the Sherman Act.” It 
would thus appear that both past experience and experts in the field op- 
pose the notion of returning the regulation of competitive methods to the 
sole jurisdiction of an executive agency and the courts. 


Sherman Act Cannot Replace the More Modern Laws 


The Sherman Act is now enjoying a period of popularity with certain 
business groups who are centering their efforts upon destruction of the 
FTC and Clayton Acts. The Sherman Act is held up as the staid and 
respectable guardian of the competitive way, while the two newer laws 
are condemned as going in the opposite direction—at least as these later 
laws are interpreted by the Commission’s “administrative policies.” 

The really interesting aspect of this turn of events is not so much that 
the Sherman Act was under more or less constant attack by many of the 
same business groups during the first forty or fifty years it was on the 
books, but that the same argument was previously advanced against this 
law. While it is now argued that the philosophies of the FTC and Clayton 


*3 51 Cong. Rec. 11094 (1914). Speech given at Duluth, July 19, 1911. 
* Landis, op. cit supra note 8, at 32-33. 


% Cushman, The Independent Regulatory Commissions at 181-90. Professor Cushman 
further states: 

“Stability and continuity of service were bound to be important elements in the make-up 
of the proposed commission. These could be secured only if that body was independent of 
direct political control. The uncertainties arising from the fluctuations in policy in the Attorney 
General’s office with reference to the enforcement of the antitrust law had been a major reason 
for the proposal to set up a commission. The men in office charged with law enforcement this 
year would be gone next year, and the business world had nothing stable or reliable to tie to. 
With an independent body whose members held for substantial and overlapping terms of office, 
continuity of policy and stability of administrative method could be built up. In no other 
way could there be secured the ‘continuous, consecutive, consistent administration of the 
antitrust law.’ ” Ibid., at 192. 


* The following men have held that post: Thurman Arnold, Tom Clark, Wendell Berge, 
John F. Sonnett, Herbert A. Bergson, and H. Graham Morrison. All but two left federal 
service to engage immediately in private law practice and some have become representatives of 
organizations or firms charged with violations of the antimonopoly laws. 
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Acts are antagonistic to the Sherman Act, it has previously been argued 
over the years that the philosophies of the Sherman Act itself went in 
opposite directions at once, and that the Sherman Act was antagonistic 
to itself. This earlier “antagonism” argument made—no doubt unwitting- 
ly—as strong an argument as any for the very rules of fair competition 
which are provided in the FTC and Clayton Acts. 

For a really artful development of the argument that the Sherman Act 
is itself inconsistent, one should turn to the hearings of the Stanley Com- 
mittee of 1911, and read particularly the testimony of Mr. Gary, a gentle- 
man under whose leadership the U.S. Steel Corporation developed a high 
degree of harmony with its competitors.*’ Mr. Gary told the Commit- 
tee that it was “his position that the Sherman anti-trust law recently in- 
terpreted by the Court nevertheless leaves an archaic law to deal with the 
modern situation.” Thereafter, he developed in some detail the contention 
that the Sherman Act’s prohibition “against restraint of trade’’ was an- 
tagonistic to its other prohibition “against monopoly,” forcing competi- 
tors into price wars which result in monopoly. In this instance, Mr. Gary’s 
objection was not to the prohibition against “monopoly,” but to the pro- 
hibition against “restraint of trade.” He suggested that unless competitors 
were permitted to “enter into any combination or agreement, express or 
implied, to fix prices, to restrict output, to divide territory. . . . except for 
some basis whereby destructive competition could be avoided ... it 
would mean that a large percentage . . . of the manufacturers of steel 
would be wrecked; and that would secure to the survivors, to a greater or 
less extent a monopoly.’’* 

Here it must be plain that Mr. Gary was not merely justifying the 
“Gary Dinners,” at which competitors in the steel business reached a cer- 
tain meeting of the minds concerning prices. He was also condemning, per- 
haps unwittingly, the destructive trade practices then in general use. One 
of the most destructive of these practices, as subsequent events have 
shown, was the discrimination which the Clayton Act and the Robinson- 
Patman Act have sought to control. 


Sherman Act Proscribes Evil Intent but Not Bad Practices 
The late Professor Frank A. Fetter, whose views were criticized by Mr. 
Simon, contended that the Sherman Act, “if soundly interpreted and en- 


7 4 Hearings before the H.R. Committee on Investigation of U.S. Steel Corp., 62d Cong. 
2d Sess. 151 (1911). 


 Thid., at 195. 
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forced,’’ would make discrimination about as illegal as it is under the Clay- 
ton Act.* But the conditional “‘if’’ is a formidable one indeed. True, if the 
courts had originally looked upon discrimination as a prima facie “attempt 
to monopolize,” instead of burdening the law with the question of intent, 
the law of 1890 might have become an effective instrument for restraining 
abuses of power. But a contrary notion of the purpose and desirability of 
discrimination has long since been established in the legal folklore. And 
once the courts have hit upon an economic predilection, they are not with- 
out ingenuity for preserving it, even to the extent of invalidating new 
statutes which trespass on their precepts. There have appeared occasional 
glimmers of understanding into the effects of discrimination, particularly 
in the opinions of Justice Black and the late Chief Justice Stone, but for 
the most part the notion is fixed: What restrains particular methods of 
competition also restrains competition. 

As late as 1927, long after passage of the Clayton Act, the Supreme 
Court invalidated a state law which sought to control price discrimination. 
The state of Minnesota had in 1909 enacted a statute prohibiting discrimi- 
nation when “done with intent of creating a monopoly or destroying the 
business of a competitor.” The law having proved a general failure, as 
qualified by intent, the legislature in 1923 amended it by removing this 
qualification. Statutes against acting with wrong intent had of course been 
uniformly sustained. And the question which was put before the Supreme 
Court, under the modified statute, was whether a statute against dis- 
crimination, irrespective of motive, impaired the right of freedom of con- 
tract as guaranteed by the Constitution. Jn Fairmont Creamery Co. ». 
Minnesota,’ the Court held that it did. The reasoning of the majority 
opinion written by Justice McReynolds is quite interesting. Here dis- 
criminatory prices are called “normal contracts,” “long regarded as 
essential . . . and moral and beneficial.” And finally, the Court concluded 
that an effective prohibition against discrimination would amount to 
price fixing.° 


Robinson-Patman Act Needed To Stop Harmful Effects 


In the Standard Oil case the Supreme Court invalidated much of the 
Robinson-Patman Act on quite similar grounds. The majority opinion 

% Fetter, Masquerade of Monopoly 397 (1931). The reference was to the Clayton Act 
before the Robinson-Patman Act amendment. 

100 274 U.S. 1 (1927). 

108 The Court said: “Enforcement of the statute would amount to fixing the price at 


which the [central creamery] may buy, since one purchase would establish this for all points 
without regard to ordinary trade conditions.” Ibid., at 9. 
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takes note that “there has been widespread understanding’’ that good 
faith is a complete defense to a charge of price aiscrimination, and that 
“the heart of our national economic policy long has been faith in the 
value of competition.!””’ Judicial note is also taken of the fact that “i]t has 
been suggested that, in theory, the Robinson-Patman Act as a whole is 
inconsistent with the Sherman and Clayton Acts.” And finally, when it is 
decided that none of the changes made by enactment of the Robinson-Pat- 
man Act “cut into the actual core”’ of the good faith defense, there follows: 
“Actual competition, at least in this elemental form, is thus preserved.”’ 
The minority opinion, moreover, while it could not accept the idea that 
all of the Robinson-Patman amendments to the good faith defense had 
actually left the defense unchanged, indicates similar beliefs concerning 
the competitive effects of discriminations. 

Insofar as the law restraining discrimination is concerned, Mr. Simon’s 
proposal to transfer the antitrust functions of the FTC to the Department 
of Justice suffers from two weaknesses. First, he would have the courts 
make findings of fact on questions as to effects of discrimination—a task 
the courts are patently not prepared to undertake. Second, if Mr. Simon’s 
proposal contemplates dealing with discrimination under Section 2 of the 
Sherman Act, then he would return the whole problem of discrimination 


to the dark ages of regulating evil intent. Congress recognized the futility 
of such regulation in 1914 when it abandoned the question of motive and 
began proscribing harmful business practices by reason of the practical ef- 
fects of those practices. 


The Proposal To Transfer FTC Economic Functions to the Department of 
Commerce 


The recommendation for transferring the FTC’s economic functions to 
the Department of Commerce has apparently been made without an ade- 
quate effort to lay a groundwork for it by discussing the nature of these 
activities and the effectiveness with which they are presently being per- 
formed. The FTC’s Bureau of Industrial Economics uses approximately 
half of its total expenditures for assistance in the preparation and trial of 
legal cases of an antimonopoly nature, or the type of cases that Mr. Simon 

1% Op. cit. supra note 6. In the Standard Oil decision the Supreme Court also engrafted 
several new concepts into the Robinson-Patman Act. For example, it reversed a normal legal 
concept concerning self-defense against an illegal attack, making use of the proscribed weapons 
legal in attack upon competitors eschewing such weapons. Then, by misapplication of the de- 
cision in the Staley case, it sought to reconcile this anomaly by drawing a distinction between 
discrimination for the purpose of ‘‘retaining” a customer and that for ‘‘gaining new customers” 


—a distinction which is both unworkable and alien to the competitive concept. See the minority 
views on Sen. 719, in Sen. Rep. No. 293, 82d Cong. ist Sess. Part 2 (1951). 
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would like to see transferred to the Department of Justice.’ The transfer 
of this part of FTC’s economic activities to the Department of Commerce 
would hardly make sense, even assuming that Mr. Simon’s other recom- 
mendations were to be adopted. The larger part of the remaining FTC 
funds for economic work—more than one-fourth—are spent upon quarter- 
ly financial reports.!* Current estimates of business profits are relative 
newcomers to the realm of official statistics. For many years public issues 
have been debated in light of facts as to trends in wages, cost of living, and 
other matters, but reasonably current facts on business profits were 
strangely missing. During the time these reports have been made, since 
World War II, they seem to have gained considerable popularity with 
business firms as with others. 

The remaining portion of FTC’s funds for its Bureau of Industrial Eco- 
nomics—about one-fourth of the total—are spent upon what Mr. Simon 
has termed “‘economic treatises.’”®4 He says that these treatises are com- 
pilations of statistics previously issued by the Department of Commerce. 
However, it appears that during the past three years there has been only 
one report which relied at all upon Department of Commerce figures, 
namely, The Divergence Between Plant and Company Concentration.” This 
report organized Commerce data to answer questions which the Depart- 
ment had, quite naturally, never answered. 


The other economic reports have been based in part upon the Commis- 
sion’s Webb-Pomerene Act files, in part upon antimonopoly proceedings, 
in part upon direct investigations by the Commission, and in one instance 
upon published lists of corporate directorates.” 

Economic investigation is the center of the Commission’s work, and the 
specific provisions therefor in the FTC Act indicate that Congress so an- 
ticipated.!”’ To illustrate, investigations and studies of great economic and 


102 The estimates herein on the cost of the FTC economic activities are based upon informa- 
tion supplied by the FTC Budget Officer. 

103 Thid. 

104 Thid. 

106 FTC, Annual Report 16-18 (1950). 


10% The Commission’s Annual Report for 1948 lists four economic reports: The Merger 
Movement, International Steel Cartels, International Electrical Equipment Cartel, and 
Manufacture and Distribution of Farm Implements; the 1949 Annual Report lists two: Con- 
centration of Productive Facilities and The Fertilizer Industry; and the 1950 Annual Report 
lists four: The Divergence Between Plant and Company Concentration, Interlocking Direc- 
torates, International Cartels in the Alkali Industry, and Rates of Return for 529 Identical 
Companies in 25 Selected Manufacturing Industries, 1940, 1947-49. 


107 Section 6, 38 Stat. 721 (1914), 15 U.S.C.A. § 46 (1951). The Hoover Task Force Report 
on Regulatory Commissions, whose comments with respect to the FTC have been previously 
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legal problems were successfully carried through by the Commission, 
after which Congress passed such legislation as the Webb-Pomerene Ex- 
port Trade Act of 1918; Grain Futures Act of 1921;!° Perishable Agri- 
cultural Commodities Act of 1930;"° and amendments of 1937; Radio 
Act of 1927; Securities Act of 1933;"* Public Utility Holding Company 
Act of 1935; Federal Power Act of 1935;"* Robinson-Patman Act of 
1936;"* and the Anti-Merger Act of 1951."’ This important task of inves- 
tigating economic problems should continue, if the American economy is 
to remain free, unfettered, and abreast of the times. 

But this is hardly the kind of economic investigations which the De- 
partment of Commerce should make or would care to make. The Depart- 
ment of Commerce is a service agency to business, catering to the wishes 
of the community it serves. Its Bureau of the Census, for example, spends 
more than the combined budgets of the antitrust agencies in gathering 
statistics for the use of business firms in planning marketing and adver- 
tising campaigns. It is hardly likely that such service functions could be 
combined with the unpleasant task of revealing information on monopo- 
listic practices. A transfer of FTC’s economic functions to the Depart- 
ment of Commerce would stop such investigations. 


VII. Conclusions 


The existence of a comparatively free and competitive economy distin- 
guishes America from most of the other nations of the world. The econo- 
mies of other nations which lack the regulatory force of competition at- 
tempt to supply this deficiency either by socialism or by government con- 
trols over the management of business. Such systems require the estab- 


quoted herein, stated: “There is need for an economic staff systematically surveying our 
economy; probing for industrial and economic practices which threaten the elimination of 
competitive conditions; identifying restrictive tendencies before they become too solidly 
entrenched; analyzing the basic disorders found and formulating methods for their practical 
correction.” H.R. Doc. No. 116, 8ist Cong. ist Sess. 124 (App. N., 1949). 

108 40 Stat. 516 (1918), 15 U.S.C.A. § 61 (1951). 

10° 42 Stat. 998 (1922), 7 U.S.C.A. § 1 (1939). 

110 46 Stat. 531 (1930), as amended, 7 U.S.C.A. § 499a (1939). 

11 §0 Stat. 725 (1937), as amended, 7 U.S.C.A. § 499a (1939). 

us 44 Stat. 1162 (1927), 47 U.S.C.A. § 81 (1927). 

13 48 Stat. 74 (1933), as amended, 15 U.S.C.A. § 77a (1951). 

4 49 Stat. 803 (1935), as amended, 15 U.S.C.A. § 79a (1951). 

U6 49 Stat. 863 (1935), as amended, 16 U.S.C.A. § 791a (1941). 

u6 49 Stat. 1526 (1936), 15 U.S.C.A. § 13 (1951). 


17 Pub. L. No, 899, 8ist Cong. 2d Sess. (Dec. 29, 1950). 
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lishment of complete detailed control over the economic lives of every 
citizen through a paternalistic government. The growth of monopoly 
power in the hands of private corporations in this country will lead in- 
evitably to monopoly power in the hands of government officials, with a 
corresponding lessening of individual freedom. 

The Department of Justice has in the Sherman Act both remedies in the 
criminal law and powers for dissolving monopolies which the FTC does 
not have. All of these powers are needed; both FTC and the Department 
of Justice are needed. Administration of the antitrust laws, both in the 
FTC and in the Department of Justice, leaves much to be desired. Several 
thoughtful and highly-qualified persons, interested in more effective en- 
forcement of the laws, have offered criticisms. We do not question that 
these criticisms are valid. We cannot, however, agree that Mr. Simon’s 
proposals would meet these criticisms. Nor can we avoid the observation 
that the FTC’s present difficulties do not result so much from the measure 
in which it has failed to carry out its statutory duties as they do from the 
measure in which it has succeeded in carrying out its statutory duties. 

We do not agree with Mr. Simon’s proposals. We insist that the en- 
forcement of the laws restraining unfair methods of competition and harm- 
ful price discrimination ought not be junked. Rather we believe that they 
should be strongly enforced and, where need be, strengthened. We insist 
that all pricing systems which effectively suppress competition ought to be 
stopped, not just those which can be proved to result from a contractual 
agreement. 

We insist, equally, that abuse of size ought to be restrained, so that 
success or failure in the competitive struggle may be determined not by 
size, but by efficiency. It is only under such a rule of competition that 
smaller business firms can grow and prosper and that the door of oppor- 
tunity can be kept open. 





THE NEW DEAL AND THE CORPORATION 


Josern L. WEINER* 


HE MODERN CORPORATION, as the dominant organizational force 

and the vehicle of mass production, was the outstanding feature 

of the American economic and social scene during the first three 
decades of this century. Leaders of finance and business had grown in 
stature and importance since the Civil War, with hardly any check. Their 
names and the names of their enterprises and products had become house- 
hold words. A steadily increasing portion of the population had become 
the customers, employees, and security holders of “big business.” The 
depression which followed the stock market collapse of 1929 was not 
unnaturally identified in the public mind as largely the failure of the 
modern corporation and of these leaders. 

It was politically inevitable that the party out of power in 1932 should 
associate the Republican party with big business, charge both with failure, 
and promise “‘a new deal.” But Roosevelt went further. In his remarkable 
acceptance speech he set forth his analysis of the forces that had produced 
the economic crisis: 

In the years before 1929 we know that this country had completed a vast cycle of 
building and inflation; for ten years we expanded on the theory of repairing the wastes 
of the War, but actually expanding far beyond that, and also beyond our natural and 
normal growth. Now it is worth remembering, and the cold figures of finance prove it, 
that during that time there was little or no drop in the prices that consumers had to 
pay, although those same figures proved that the cost of production fell very greatly; 
corporate profit resulting from this period was enormous; at the same time little of that 
profit was devoted to the reduction of prices. The consumer was forgotten. Very little 
of it went into increased wages; the worker was forgotten, and by no means an ade- 
quate proportion was even paid out in dividends; the stockholder was forgotten. 

And, incidentally, very little of it was taken by taxation to the beneficent govern- 
ment of those years. 

What was the result? Enormous corporate surpluses piled up—the most stupendous 
in history. Where, under the spell of delirious speculation, did those surpluses go? Let 
us talk economics that the figures prove and that we can understand. Why, they went 

* Member of the New York Bar. 


! The New Deal was announced at the Democratic Convention in Chicago, to which Roose- 
velt flew from Albany to accept the nomination. The last paragraph of the acceptance speech 
began: “I pledge you, I pledge myself, to a new deal for the American people.” 1 Roosevelt, 
Public Papers and Addresses 659 (1938). 
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chiefly in two directions; first, into new and unnecessary plants which now stand stark 
and idle; and second, into the call money market of Wall Street, either directly by the 
corporations, or indirectly, through the banks. . . . 

Then came the crash. You know the story. Surpluses invested in unnecessary 
plants became idle. Men lost their jobs; purchasing power dried up; banks became 
frightened and started calling loans. Those who had money were afraid to part with it. 


Credit contracted. Industry stopped. Commerce declined, and unemployment 
mounted.? 


As a non-technical description of the extremes of the business cycle, this 
could hardly be improved. As an overture to a program of action, it is 
more ambiguous. It might, although with some strain, have served as a 
prelude to a widespread attack on private enterprise, and a demand for a 
radical reconstruction of the economy. Such a purpose was explicitly dis- 
avowed.’ It might, more plausibly, have called for drastic curbs on big 
business, and a strong antitrust program. No such intention was stated. 
The specific measures implied in the analysis would call for controls on 
speculative credit, for lower prices, for higher rates of dividends, for higher 
wages. As we shall see, the New Deal tried to accomplish all of these dur- 
ing the eight years of its duration,‘ but not always simultaneously and by 
no means consistently. When the New Deal was nearing its end, as it later 
turned out, it attempted to formulate a basic philosophy of the desirable 
structure of the economy, but before that inquiry was concluded the New 
Deal itself had been shelved, and the inquiry had lost all current sig- 
nificance as a result of the defense and war measures. 

In reviewing the actions of the New Deal pertinent to the role of the 
corporation, it is convenient to consider it as a succession of phases.° 

In the first period might be grouped those measures, covering roughly 
the first two years of the new administration, which were intended to 
bring relief and recovery. For our purpose, the most ambitious project 
was the National Recovery Administration,’ with its design to achieve 
absorption of idle plants, spread employment through shortening of work- 
ing hours, and provide stable prices by codes of fair competition. A fair 
balance was to be struck by industry, labor, and consumer representation. 


? Ibid., at 650-51. 
* Thid., at 649. 
* The New Dea! was not formally declared at an end until after American entry into the war. 


But it was certainly over when the National Defense Advisory Commission was reconstituted 
jn May 1940 and may justifiably be considered as having ended earlier. 

5 For a somewhat different classification of New Deal measures, from a more general stand- 
point, see Mitchell, Depression Decade 405-407 (1947). 

* 48 Stat. 195 (1933). 
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This carried to a perhaps logical extreme the President’s concept of the 
interdependence of all parts of the population, and his belief that their 
basic problems could be solved through cooperation under the guidance 
of the government. The strain placed on this mechanism proved too great. 
The Blue Eagle was a bedraggled bird when the Supreme Court brought 
about its end.’ Significantly, the portions of it which survived in separate 
form were the labor organization provisions (the Wagner Act*) and the 
wages and hours provisions (the Fair Labor Standards Act®). The sanction 
for industry cooperation was not only withdrawn, but such activity was 
later sharply rebuked. 

At the same time, the government followed a determined course to 
raise the price level, largely through a new monetary and credit policy 
supplemented by federal expenditures. The many aspects of this policy 
are not easy to correlate and they served several purposes. The refinancing 
of home and farm mortgages was justified on the ground of removal of fear 
of due dates and improvement of the purchasing power of millions of per- 
sons by easing the burden of interest payments. The large financial as- 
sistance rendered to business enterprise by the RFC was similarly infla- 
tionary. In general, the increase in the price level which was steadily 
sought, partly by this means, and partly by abandonment of the gold 
standard and other monetary and currency measures, was said to be for 
the purpose of enabling the country to repay its debts in dollars of the 
same value as those in which they were contracted. There can be no doubt 
however, that the encouragement to business activity resulting from the 
new profit margins was welcomed, if not, indeed, a principal object. 

While the raising of the price level through monetary policy may have 
been regarded as a temporary expedient, the agricultural program was 
proposed as a permanent feature of the economy. Farmers were to be 
given the benefit of a tariff equivalent to that enjoyed by business, and a 
program of production control would ensure maintenance of the desired 
price level. Thus, to a general price level of 1926 prices, selected as a goal, 
there was added a parity price level for farm products, based principally 
on 1909-1914 price relationships. The pressure for higher prices was not 
applied universally; in the public utility field, large and often dramatic 
reductions of tariffs were achieved by a variety of devices, ranging from 
ordinary “regulation’”’ to “yardstick” and also to encouragement of public 
ownership. 

? Schechter Poultry Corp. v. United States, 295 U.S. 495 (1935). 


* 49 Stat. 372 (1935). 
* 52 Stat. 1060 (1938). 
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The contradiction of certain of these measures with the philosophy an- 
nounced at the outset of the New Deal is obvious, but not conclusive. The 
basic thrust of the business cycle approach was the terrible consequences 
of instability. If all the factors of the domestic economy were in reasonable 
balance, the price level for stability might be selected for convenience, 
apart from its international consequences. As a party dedicated to prompt 
action, the New Deal might select that level which could be most quickly 
and easily used to establish such a balance. It could legitimately take into 
account the burden of the existing debt structure, to which indeed other 
measures were also being applied. In assessing the New Deal, one is con- 
stantly confronted with the problem of separating the need for meeting 
urgent immediate tasks from long-run objectives and viewpoints. That 
such a separation was not always made by the sponsors of these measures 
is hardly a matter of conjecture—or reproach.’® 

A second phase of the New Deal, present from the beginning but in- 
creasingly emphasized in 1935-36, was concerned with “reform.” This 
had more direct impact on the form of enterprise, although it was directed 
primarily against existing financial institutions and practices rather than 
business organization as such. These are the measures providing for 
greater central control of banking, limitations on speculative credit and 
on bank holding companies, divorce of security affiliates of banks, the con- 
trol of new issues and of securities exchanges, and, to a limited extent, of 
corporations whose securities are listed on the exchanges. Considerable 
emphasis was placed on the protection of the investor. In this indirect 
way, and through such later legislation as that dealing with corporate re- 
organization, a fairly extensive pattern of investor protection was created. 
While the whole is by no means equivalent to federal incorporation under 
a “model” law, it goes a long way in curbing the abuses of which investors 
complain.” 

To this phase, also, belongs the legislation directed against public util- 
ity holding companies.” In connection with the latter, specific criticism of 
their size was voiced, and the President, in recommending the legislation, 
inveighed against “private socialism.”” But the nature of the power indus- 
try as essentially local was also stressed, and the legislation was treated 
mainly as directed against a creation of bankers which had no relation to 

1° An excellent and semi-authoritative defense of the policies pursued in the early New Deal 
can be found in Tugwell, The Battle for Democracy c. XI (1935). 


" For a comprehensive discussion of the securities regulation, see Loss, Securities Regula- 
tion (1951). For the objectives of the legislation see Douglas, Democracy and Finance (1940). 
12 49 Stat. 803 (1935). 
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the economics of the industry, and had resulted both in increased cost to 
consumers and large losses to investors. The legislation was symbolically 
divorced from planning for power utilization by entrusting its enforce- 
ment to the Securities and Exchange Commission rather than the Federal 
Power Commission. 

This emphasis is all the more curious in that the administration was 
committed from the beginning “to national planning for, and supervision 
of, all forms of transportation and of communications and other utilities 
which have a definitely public character.’”"* The Federal Power Act," the 
Motor Carrier Act,” the Federal Communications Act," and the studies of 
the Coordinator of Transportation, among others, bear witness to the 
zeal with which this objective was pursued. But all this was in an area 
where public intervention was already familiar, although in some of the 
fields participation by the federal government had theretofore been slight. 
A well-established policy of detailed regulation was given national scope 
and made more pervasive, as well as more effective. 

What these policies of national price fixing and controlled competition, 
which covered fairly comprehensively almost the entire field of agriculture 
as well as the more traditional fields of public service, might have led to if 
not diverted can only be conjectured. The NRA, although loved by few at 
its demise, still seemed to many to have been an experiment in a necessary 
direction."” It was revived for a “sick” industry in the Guffey Coal Act.’® 
The National Resources Planning Board might have developed more far- 
reaching proposals for regulation of the economy along similar lines. But 
at this point, more or less, the New Deal entered upon still another phase, 
allowing for substantial overlapping. Stung by criticism of business groups 
that the New Deal had indulged in reckless spending and had stifled pri- 
vate initiative and enterprise, the President in his 1936 campaign launched 
an attack on the concentration of wealth and power “built upon other 
people’s money, other people’s business, other people’s labor.’”’® It was 
primarily directed against what the President called “high finance,” but it 
also touched largely on the form of business enterprise as such. The figures 
gathered by Berle and Means” were used to draw a moral which those 


18 First Inaugural Address, in 2 Roosevelt, op. cit. supra note 1, at 13. 
14 49 Stat. 838 (1935). 

% 49 Stat. 543 (1935). 16 48 Stat. 1064 (1934). 

17 Compare, e.g., Frank, Save America First, Bk. ITI, c. 14 (1938). 

18 49 Stat. 991 (1935). 


19 5 Roosevelt, op. cit. supra note 1, at 486. 
2° Berle and Means, The Modern Corporation and Private Property, Bk. IIT (1932). 
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authors had carefully avoided. The theme of those authors was not 
monopoly but the fact that an increasing portion of individual property 
was represented by the securities of large corporations, and the need for a 
new code to protect the owners of this “property.”’ That had been largely 
accomplished in the securities legislation of the preceding years, and was 
indeed to be further supplemented. But the President used the evidence of 
concentration to denounce monopoly, and added economic democracy to 
political democracy as America’s ideal. He painted a depressing picture of 
what had been going on during the past fifty years, and particularly dur- 
ing the dozen years of Republican administration: 

During those years of false prosperity and during the more recent years of exhaust- 
ing depression, one business after another, one small corporation after another, their 
resources depleted, had failed or had fallen into the lap of a bigger competitor. 

A dangerous thing was happening. Half of the industria] corporate wealth of the 
country had come under the control of less than two hundred corporations. That is not 
all. These huge corporations in some cases did not even try to compete with each other. 
They themselves were tied together by interlocking directors, interlocking bankers, 
interlocking lawyers. 

Under this concentration independent business was allowed to exist only by suffer- 


ance. It has been a menace to the social system as well as to the economic system which 
we call American democracy.” 


The President declared his belief in “individualism” in business as else- 
where, but declared that all had suffered from “individualism run wild” 
and called for further exertion of national power so that “the power of 
concentrated wealth shall not be abused.’ 

The next year saw the administration involved in too many other ac- 
tivities to allow much attention to the problem of monopoly. In the fore- 
front was the struggle over the proposal to reorganize the Supreme Court, 
which not only absorbed most of the time and energy of government sup- 
porters but cost the President that almost unqualified support by Con- 
gress which he had enjoyed formerly. This year also saw finally the enact- 
ment of the Fair Labor Standards Act and broadened farm legislation. It 
was the year of the “quarantine” speech. And finally it was a year of 
rising business indices until the “recession” or slump of the autumn. 

But in all this the monopoly issue was not forgotten. It received brief 
mention in the State of the Union message, and it played a prominent role 
in the fireside speech in October which undertook to explain the reasons 
for calling a special session of Congress. Here the President returned to the 

™ 5 Roosevelt, op. cit. supra note 1, at 486. 

® Tbid., at 488. 
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theme of his 1932 acceptance speech, that higher wages and lower prices 
were the key to greater employment and a better standard of living. In- 
creased antitrust activity by the Department of Justice and the Federal 
Trade Commission indicated one way by which lower prices would be 
sought. It was not to be the only one. On April 29, 1938, the President sent 
to Congress a recommendation for 

a thorough study of the concentration of economic power in American industry and the 
effect of that concentration upon the decline of competition. There should be an ex- 
amination of the existing price system and the price policies of industry to determine 
their effect upon the general level of trade, upon employment, upon long-term profits, 
and upon consumption. The study should not be confined to the traditional anti-trust 
field. The effects of tax, patent, and other government policies cannot be ignored.”* 

Like most sponsors of Congressional inquiries, the President described 
what he considered the evil developments in the economic scene, repeating 
and enlarging upon his earlier references to this theme. The discussion is 
more in economic terms—the limits of industrial efficiency, disappearance 
of price competition, managed industrial prices. The goal itself undergoes 
a change of emphasis from the original announcement of the New Deal. 
While stability is still stressed—“rigid prices and fluctuating pay rolls” — 
stability alone does not appear to be enough; the problem is “bringing idle 
men and idle money together.” The social and political implication is 
given a more current setting. 

Unhappy events abroad have retaught us two simple truths about the liberty of a 
democratic people. The first truth is that the liberty of a democracy is not safe if the 
people tolerate the growth of private power to a point where it becomes stronger than 
their democratic state itself. That, in its essence, is fascism—ownership of government 
by an individual, by a group, or by any other controlling private power. 

The second truth is that the liberty of a democracy is not safe, if its business system 
does not provide employment and produce and distribute goods in such a way as to 
sustain an acceptable standard of living.** 


This was also to be the answer to those who complained of bureaucracy 
and “big government.” 


The power of a few to manage the economic life of the Nation must be diffused 
among the many or be transferred to the public and its democratically responsible gov- 
ernment. If prices are to be managed and administered, if the Nation’s business is to be 
allotted by plan and not by competition, that power should not be vested in any pri- 
vate group or cartel, however benevolent its professions profess to be. 

Those people, in and out of the halls of government, who encourage the growing 

*8 TNEC, Final Report and Recommendations, Sen. Doc. No. 35, 77th Cong. ist Sess. 16 
(1941). 

* Thid., at 11. 
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restriction of competition either by active efforts or by passive resistance to sincere 
attempts to change the trend, are shouldering a terrific responsibility. Consciously or 
unconsciously they are working for centralized business and financial control. Con- 
sciously or unconsciously they are therefore either working for control of the Govern- 
ment itself by business and finance or the other alternative—a growing concentration 
of public power in the Government to cope with such concentration of private power.™ 


Congress duly created the Commission,” and the TNEC inquiry was 
launched. But, except as a charter for some distant future, the inquiry 
came too late. By the time the Committee reported, in March 1941, a 
greater part of the Nation’s business than ever before was being “allotted 
by plan, and not by competition.” The report recognized the anomaly of a 
study of the problems of economic concentration at a time when there had 
been created in Washington “an instrumentality of economic concentra- 
tion the like of which the world has never seen.””” While recognizing that 
public attention had been diverted “momentarily” from the problems 
which brought the Committee into existence, it asserted that the crisis 
only lent added importance to later reconstruction. “It is quite conceiv- 
able that the democracies might attain a military victory over the ag- 
gressors only to find themselves under the domination of economic author- 
ity far more concentrated and influential than that which existed prior to 
the war.’ 

The Committee took high moral and political ground as sanction for its 
conclusions. 

Americans are committed to an enthusiastic defense of the ideals of democracy, but 
if that defense is to be successfully waged and its institutions made secure for the fu- 
ture, it is clear that our people must re-examine the elementary factors of our faith in 
democracy. 

The first and most important of these is the simple intent of our political and eco- 
nomic creed that all power originates in all of the people and not in any part of them, 
however numerous, however powerful or able, any given part may be. In the life of a 
community the whole is greater than any of its parts and whatever power may be exer- 
cised for a time by any part of a community is a power delegated from the whole com- 
munity for the good of the whole community. 

Governments are instituted among men to serve men; men were not created to serve 
government. 

If, however, the political organization which we call government is called into 
existence by men for the benefit of the entire community, a principle which as Ameri- 


*% Thid., at 15. 


*6 Pub. Res. 113, 75th Cong. 2d Sess. (1938). 
27 TNEC, op. cit. supra note 23, at 3. 





732 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


cans we must all acknowledge, it is equally true that the economic organizations, called 
into existence by men to meet their material needs, are likewise justified only to the 
degree in which they serve the entire community. If the political structure is designed 
to preserve the freedom of the individual, the economic structure must not be per- 
mitted to destroy it. 

Business organization, like government organization, is a creature of man, a tool by 
which man endeavors to advance its material prospects. Like government organiza- 
tion, business organization has no right or function to control the activities and the 
lives of men.?® 


The Committee recognized 


that the commercial and industrial life of the modern world is carried on, not by men in 
their individual capacities, but by men in their group or collective capacities. Most of 
the goods, commodities, and services which the people of this generation want cannot 
be produced or offered by individuals, but must be produced and offered by groups of 
individuals, that is to say, by industrial and commercial organizations. . . . The mod- 
ern worker must find his place in the collective or group enterprises of modern industry 
which utilize tools that no individual mechanic can carry in his kit. He must be fitted 
into the vast technological structure which characterizes our economy.*® 


However, while disclaiming a solution in any panacea, the Committee 
affirmed its faith in competitive enterprise as the basic structure offering 
the greatest assurance of political and economic democracy, as well as the 


greatest possibilities for maximum employment and a high standard of 
living. 

No one element in the economic system can be made responsible for the proper dis- 
position of the gains of increasing technology. We insist that a free competitive system 
offers the best opportunity for the widest participation in such gains achieved through 
a reduction in prices of goods, in the stimulation of new industries and extension of 
existing ones, fuller employment, reduction of working hours, increase in consumers’ 
purchasing power, and a more equitable distribution of the value added by manufac- 
ture." 


This meant the reversal of the trend toward centralization but only in 
this way could the “danger of final concentration in Government”’ be 
avoided. The recommendations comprised a much stronger attack on ex- 
isting concentration by an enlarged and reinforced antitrust program, 
with attention to the patent laws, trade association activities, and other 
contributing factors. The government must also “actively encourage the 
development of new private enterprise by positive programs designed to 
foster and protect it.’’ The anti-monopoly action would do that in part. 
More equitable tax laws would contribute to it. Ways must be found for 


* Tbid., at 5. * Thid. ® Thid., at 22. 
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providing credit for small business, “the seed-bed of a growing system of 
free enterprise.” Finally, a wise program of aid to the underprivileged to 
increase their purchasing power would give a desirable stimulus to produc- 
tion. “It is an important axiom that we cannot maintain an economy of 
mass production unless we have an economy of mass consumption.” 

One section of the recommendations dealt directly, rather than by im- 
plication, with the corporation as such. Stating that the private industrial 
corporation “‘is frequently a huge collective enterprise affecting the entire 
national community, owned by a few, managed by still fewer and bound 
together with other similar enterprises by 2 variety of devices,” it recom- 
mends “national standards for national corporations.”** The means for 
accomplishing this would be compulsory federal incorporation; the law 
would prohibit interlocking directorships, make corporation directors 
“trustees in fact as well as in law,” define the scope of subsidiary corpora- 
tions and standardize intercorporate financing, and would impose per- 
sonal civil liability on corporate officers and directors who participated in 
violations of the antitrust laws. 

Since the New Deal was over when this report was prepared, it may ina 
sense be considered as its epilogue so far as its approach to the structure 
of the economy is concerned. However, even for such a purpose it is too 
narrow. To take only one example, the report contains merely a passiag— 
and ambiguous—reference to the Tennessee Valley Administration, which 
many New Dealers regard as an outstanding example of the New Deal’s 
accomplishments and as a model for similar development in other regions. 
Its symbolic significance may be gathered from the fact that it is perhaps 
the only New Deal creation which is widely known in other countries. 
Moreover, a number of acknowledged New Dealers would not assent to 
the basic theses of the report. Their leading theorist of the nature of the 
modern corporation, A. A. Berle, was noticeably a non-participant in the 
activities of the Committee,*‘ a fact not entirely accounted for by his then 
official duties.* The implications of the classic work which he and 
Means wrote on the modern corporation® would accord it a larger institu- 
tional role in the economy than the report contemplates, and would there- 

® Thid., at 31. 

33 Thid., at 24. 

* At the request of two members of the Committee, he submitted a memorandum contain- 
ing suggestions for possible lines of investigation. It amounted to a blueprint for the investiga- 


tion and will repay reading today. It is reprinted in Berle, New Directions in the New World 
c. IV (1940). The memorandum seems to have played little or no part in the proceedings. 


* In the Department of State. 
* See authorities cited note 11 supra. 
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fore require other methods of control and integration to make it serve 
better the general welfare, if, indeed, as extensive control. Two of the 
Committee members, long identified with the New Deal, found significant 
fault with the report although agreeing with most of the recommenda- 
tions.*’ Still others might dissent from the inferences in the report that are 
critical of the big unions, which could hardly have achieved such size in so 
short a time without the potent aid of the Wagner Act.** Nevertheless, 
considering both the wide participation and the President’s initial bless- 
ing, the report must be regarded as representative of a major segment of 
the thinking of the New Deal.** 

What conclusions can be drawn from this obviously oversimplified re- 
view of the New Deal? If the recommendations of the TNEC are to be 
taken as the basic doctrine of the New Deal, then it may safely be said 
that the effort to apply them was too little and came too late. There is a 
measure of truth in the criticism that the New Deal began as a partner in 


57 Some of their comments deserve quotation: 

“We do not believe that the program which this report presents would, in itself, have pre- 
vented the great depression of the thirties. Likewise, such a program will not be adequate to 
meet the problems of tomorrow. Whenever the community is overwhelmed by depression, it is 
inevitable that individuals should do everything within their power to plan for their individual 
economic salvation. Yet the area within the contro] of an individual or any small group is lim- 
ited and such control almost inevitably takes the direction of seeking a larger net return 
through decreasing production. Therefore when we approach the problem of economic mal- 
adjustment on a piecemeal! basis, we are likely to emerge with restriction rather than expan- 
“It is crystal clear that there is no single, simple program which will solve our economic 
problems. Neither the discouragement of concentration of economic powers, on the one hand, 
crucial as we know this to be, nor the indiscriminate spending of public funds can in themselves 
guarantee their solution. No set of measures that can be recommended will be adequate unless 
there is a fundamental underlying and continuous commitment that the goal of national! eco- 
nomic policy is the full utilization of our resources, both of men and of materials... . 

“The Temporary National Economic Committee was charged with the fundamental problem 
of devising ways and means of utilizing fully our men, our machines, and our materials so that 
the economic paralysis of the early 1930’s could not occur again... . Yet in our opinion this 
report emphasizes the avoidance of monopoly more than the broader and more fundamental 
approach.” Personal statement of Isador Lubin, Commissioner of Labor Statistics, Depart- 
ment of Labor, and Leon Henderson, Commissioner, Price Stabilization Division, Advisory 
Commission to the Council of National Defense, TNEC, op. cit. supra note 23, at 51-52. 

The two are clear “that in any major crisis of peacetime or wartime, Government leadership 
and Government participation are required to help get the job done and to avoid great social 
and economic hardship.’’ Ibid., at 51. But they do not make clear their views as to what role 
government will need to play under other conditions. 


%* The recommendations of the economists of the Department of Agriculture also show less 
faith in “free enterprise’’ and competition than does the Committee. This is not surprising since 
agriculture has been the major field of central planning under the New Deal. At the very be- 
ginning the Department housed some of the most ardent critics of laissez-faire, i.e., Tugwell 
and Frank. 


** Especially of its representatives in Congress. Dissents from the recommendations came 
largely from representatives of the administrative agencies. 
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business, then became its patron, and finally its critic.*° It is perhaps even 
truer to say that so far as the structure of the modern corporation is con- 
cerned, the New Deal left it pretty much as it found it. Apart from the 
dubious issue of whether it “saved capitalism,” in at least one respect the 
New Deal made the modern corporation more acceptable than it was in 
1932. The extensive securities regulation, with its substantial new protec- 
tion for security holders, has done much to restore the corporation’s appeal 
as a vehicle for investment, and to rehabilitate it in public repute.” 

This is only one of the many seeming contradictions to be found in the 
New Deal. Partly for this reason it has been called “grandly oppor- 
tunist.”’* If there is one thread that runs through the several phases of the 
New Deal, it is the willingness to experiment and the determination to use 
governmental power to provide relief and to redress imbalances in the 
economy. Whatever virtues this flexibility had—and they were many—it 
was not conducive to the development of a basic and consistent approach 
to the question of the desirable structure of the economy. Although the 
New Deal talked and wrote more economics than any other administra- 
tion, that question did not play an important role until the New Deal was 
nearing its end, and even then was colored with the doubt whether it rep- 
resented principle or strategy. 

Many factors contributed to this result. In the first place, few successful 
practitioners of politics are also professors of economics or likely when in 
power to pursue a single undeviating course. By temperament and training 
Roosevelt was less likely than many others to accept rigidities of doctrine. 
However, among his advisers there was the greatest array of academic and 
scholarly personnel ever to participate actively in government, and it 
might have been expected that they would undertake to develop a general 
chart for the course of the New Deal. As we saw, that was attempted at a 
later date. 

Two considerations probably account in the main for the failure to 
undertake such an inquiry earlier. On the one hand, the New Deal was 
preoccupied with immediate and urgent tasks. It was ushered in to the 
sound of closing banks, and surrounded by an army of unemployed. Legis- 
lation poured forth and agency after agency was created to deal with a 


“ Cf. Mitchell, op. cit. supra note 5, at 406. 


“ The same paradox is apparent in the public utility field. By enforcing increased investor 
protection, greater local control, and lower rates, the efforts of those who were promoting public 
ownership were appreciably checked. 


® Mitchell, op. cit. supra note 5, at 368. 
* Except, of course, during World War II. 
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host of matters from providing direct relief, to preventing foreclosures of 
homes and farms, resettlement, public works, and the rest of the almost 
bewildering variety of efforts to keep the economy in motion and to al- 
leviate suffering. At the same time the New Deal was engaged in adopting 
welfare legislation, in which the United States had lagged seriously behind 
many other industrialized countries. Add to these the several “reform” 
measures such as the securities legislation, and the effort to assure labor 
and farmers a greater portion of the national product, and the aggregate 
is sufficiently impressive in view of the period into which it was com- 
pressed. 

After making full allowance for these considerations—and giving full 
credit for those accomplishments—the fact remains that the ultimate goal 
of the New Deal was “work and security.”** Would all of these measures 
bring the country close to that goal? It is fair to infer that most of the 
New Dealers either gave little thought to this question or did not have 
much doubt of the answer. When the New Deal was announced, there was 
as yet little talk of “underconsumption,” ‘mature economy,” and the like. 
The only developed criticism of the nature of the economy came from the 
socialists, and while it may be surmised that some New Deal personnel 
had strong leanings toward socialist views, American-style socialism was 
more concerned with social welfare than with the dictatorship of the 
proletariat. Socialists in or out of government may have had their doubts 
as to the possibility of saving competitive free enterprise; at the same time 
social welfare legislation was being adopted on a scale sufficiently broad to 
spell the end of socialism as a significant political force on the American 
scene for at least some time. 

In short, the New Deal proceeded largely on the assumption that the 
great economic menace was instability; that this could be cured by the 
removal of “‘abuses”’ in the industrial setup and by giving labor and farm- 
ers a greater share of the output. In the meantime, steps must be taken 
both to relieve the victims of the depression and to restore momentum to 
production so as to attain a stable level. Classical economics tended to 
equate stability with full employment, and in this sense at least most of 
the New Dealers were at the time classical economists. Even brave new 
ventures, like Wallace’s ‘‘ever-normal granary’ were keyed to this con- 
cept. The New Deal learned by experience, reinforced by new economic 
theory,* that stability alone might not be the answer. The spectre of sta- 


“ So stated in the 1932 acceptance speech. 
* The impact of Keynes on New Deal personnel was formidable. 
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bility with continuing large unemployment began to haunt the policy 
makers. Whether the course finally charted would have succeeded if tried 
over a sufficient period of time, or under what conditions or with what 
supplements, cannot be known. Considering the present state of affairs, it 
is unlikely that such a course will be tried extensively within the foresee- 
able future. 

Indeed, after the NRA such a program could hardly have been in- 
augurated except after long and arduous struggle. It is an axiom of politi- 
cal action that a change in trend can be introduced only in a time of 
trouble. By 1936 the sense of urgency was passing and resistance to the 
New Deal was growing. That this resistance was overestimated by many, 
the rash obstruction of the Supreme Court and its consequence bear wit- 
ness. That it was considerable is evidenced by the pressures which were 
required to enact the wages and hours legislation. But the program which 
was envisaged by the report of the TNEC required the change of a trend 
to which the New Deal had itself lent considerable impetus. The NRA was 
therefore the critical decision so far as the structure of the economy was 
concerned within the lifetime of the New Deal. Why, then, did those mem- 
bers of the New Deal who were disciples of Justice Brandeis with a suspi- 
cion of bigness, and who were able later to guide so largely the course of 
the TNEC, apparently acquiesce in that decision? No definite answer can 
be vouchsafed. They may have hoped that it was temporary; they may 
have been influenced by loyalty to a leader in whom they had faith and 
who espoused so many of their ideals. Or they may have thought that 
under the circumstances it was an experiment worth trying, despite their 
doubts. Absence of dogmatism has its dangers as well as its virtues. 

Whether such a program would have succeeded if adopted at the very 
beginning is pure conjecture. Most of the institutional and technological 
forces were pressing strongly in a different, if not entirely opposed, direc- 
tion. More importantly, such a program is paradoxically impossible to 
apply under depressed conditions. The continued stagnation and unsettle- 
ment until changes of any magnitude may be absorbed would have been 
laid at the door of the new action, and would probably have provided an 
irresistible obstacle. There would also have been the anomaly of adminis- 
tered prices for agriculture with encouragement of organized activity and 
price and production controls, on the one hand, and decentralization and 
flexible prices striven for in industry, on the other hand. These psychologi- 
cal and political difficulties must be added to doubts as to their economic 
effectiveness. 


The other road that perhaps lay open to the New Deal was extensive 
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nationalization, perhaps of the character recently followed in England. 
How far this was politically feasible is open to question, but it is difficult 
to set bounds, under the conditions which prevailed when he first took 
office, to the political potential of a leader so magnetic, with the largest 
party majorities ever achieved in Congress,“ and with extraordinary ca- 
pacity to organize or compel support. It has been suggested that “this was 
a moment when the country, and Congress, would have followed the 
President in making the banks national property. If that had been done, 
the other chief factors of the economy could have been subsequently so- 
cialized.”*’ This may be so; it was not done, and some of the reasons for 
that have been suggested. It may be that Moley, one of the original mem- 
bers of the Brain Trust, had this in mind when, in referring to the action 
of the New Deal in the banking crisis, he asserted that capitalism was 
saved in eight days. More likely he was thinking merely of the re-estab- 
lished confidence in the banking system and the fact that most of the 
banks were enabled to continue to function, many with government aid. 
One who participated so directly in the activities of that period might well 
reach such a conclusion. In the light of a longer perspective, and without 
attempting to re-create all the fevers of those days, it seems more likely 
that if capitalism needed to and was “saved,” the credit will be given to 
the various relief measures which eliminated acute distress, and to the 
welfare and other legislation which gave renewed hope. These also may 
appear in the long view to have been the principal contributions of the 
New Deal to the structure of the economy and the role of the modern 
corporation, along with experiments in new types of public development, 
such as TVA. While the former did not affect the corporation.as such, they 
created limits to its bargaining power, both by direct action and by in- 
creasing the strength of labor and farmers. They also served to underpin 
the economy and thereby made less likely a decline so drastic as that 
which ushered in the New Deal. 


In 1932 Roosevelt’s popular majority was seven million . He carried al] but six states, and 
the Democrats had a majority of 191 in the House and 22 in the Senate. In 1936 Roosevelt car- 
ried all but two states with a popular majority of ten million. In the Senate there were 76 
Democrats and 16 Republicans; the corresponding House figures were 332 and 89. 


*? Mitchell, op. cit. supra note 5, at 133. 












THE CORPORATION AS A TECHNIQUE OF 
INTERNATIONAL ADMINISTRATION* 


Sicmunp TimBerct 


HE MOST DYNAMIC AND SERVICEABLE CONCEPT in the portfolio of 
modern business, the idea of the corporation, traces its lineage di- 
rectly back to a great thirteenth century canonist, Pope Innocent 

IV. During an incubation period of four centuries, the corporate concept 
was in large measure the handmaiden of institutionalized religion.’ It was 
the legal device whereby a small collective enterprise devoted to God, 
learning or charity, such as an abbey or university, could preserve its 
continued existence, its legal rights, and its properties, even though the 
original human members of the group enterprise had all died. 

In the seventeenth century, a new and more ambitious field was carved 
out for corporate action. The economic exploitation of the wealth to be 
found in the new hemisphere of the Americas and the old continent of 
Asia became the province of compact and aggressive groups of merchant 
adventurers collectively organized as an English (or Dutch, or Portu- 
guese) East India (or a Hudson Bay, or a Muscovy) Company. These 
companies, in addition to their monopoly privileges and (shall we say 
sovereign?) immunities from import and export laws and customs duties, 
had the power to tax their own members, decide their own disputes, and 
defend themselves against pirates and other external enemies. The Eng- 
lish East India Company, it may be noted, not only remained on to sub- 
sidize Charles Lamb, John Stuart Mill, and a number of great Orientalists, 
but ruled India with an iron grip until the middle of the nineteenth cen- 
tury.” In fact, the maintenance of fortifications and consular agents and 


* This article represents a considerable expansion of a paper prepared for the Eleventh Con- 
ference on Science, Philosophy, and Religion, which took place from September 5th to 8th, 
1950. The original paper has just appeared as part of Bryson, Finkelstein, Lasswell and 
MaclIver, Foundations of World Government: A Political and Cultural Appraisal (1952). 
The views herein expressed are, of course, personal to the author, and are not intended to 
reflect any governmental or official policies. 

t United Nations, Department of Economic Affairs. 

1See Goebel, Cases and Materials on the Development of Legal Institutions 547 et seq. 
(1937); Maitland, The Corporation Sole, 16 L.Q. Rev. 335 (1900), reprinted in Maitland, 
Selected Essays 73-103 (Hazeltine, Lapsley and Winfield ed., 1936); Dewey, The Historic 
Background of Corporate Legal Personality, 35 Yale L.J. 655 (1926). Cf. Figgis, Churches in 
the Modern State (1914). 

2 James Mill, the father of John Stuart Mill, wrote, on company time, a voluminous His- 
tory of British India (1840-48), which is largely a history of the East India Company. It is 
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the governmental functions of these trading companies justified their 
existence even after their economic functions had terminated.* 

Since that time, the corporate concept has embarked on its third and 
most inclusive phase. It is no longer the special vehicle for difficult eco- 
nomic undertakings of major public importance. It has become the gen- 
erally accepted method of conducting all private business enterprises. In 
fact, it has, in recent years, in the form of government corporations and 
authorities, such as the Tennessee Valley Authority, the Reconstruction 
Finance Corporation (and its various special purpose subsidiaries), and 
regional and local port and transportation authorities, been handling 
more and more of this country’s governmental business undertakings. 

On the international front, private business has taken full advantage of 
this third metamorphosis of the corporate concept. The Hudson Bay and 
East India trading companies of Elizabethan and Georgian times have 
been replaced by modern international combines such as N.V. Phillips, 
Unilever, and International Telephone and Telegraph. On the other hand, 
national governments have made almost no use of the corporate device in 
their handling of affairs that call for multi-national action and coopera- 
tion.‘ Effective use of the corporate instrumentality has clearly been a 
source of strength to the private international combine. Perhaps greater 
use of it as a medium for international cooperation will serve to counter- 
act, and put sterner administrative fibre into, the disorganized way in 
which the countries of this world are grappling with international econom- 
ic affairs. 

Furthermore, failure to use the corporate device places national govern- 
ments at numerous and decided disadvantages in dealing with private in- 
ternational combines. Both in the past and in the present, the organized 
pursuit of God and the organized pursuit of private gain have had one 
thing in common; they were free of hampering territorial limitations. A 
similar freedom from the confinement of geographic boundary lines is not 
true, however, of the organized pursuit of personal and political security, 


interesting to note how much of this History is devoted to dynastic and other political in- 
volvements and how little to economic information. For a short account of the outstanding 
contribution made by East India Company administrators to linguistic research, see Arberry, 
British Orientalists (1943). 

* See 8 Holdsworth, History of English Law 200 et seq. (1937). 


* Government corporations have been effectively used by individual] national governments 
to carry out their own international programs, as witness our own Export-Import Bank (in its 
financing of international loans), the United States Commercial Company (with its wartime 
financing of preclusive purchasing of critical and strategic materials) and other similar organi- 
zations. 
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responsibility for which is currently centered in the national state. Both 
the Papacy, now as in the thirteenth century, and a modern international 
business combine, together with the spiritual and business affairs confided 
to their respective ministrations, are integrated globally whereas the na- 
tional government and its affairs are integrated only up to the national 
boundary lines. Any objective that a nation wishes to pursue beyond its 
territorial borders, such as a tariff or customs accommodation, involves 
either a clash, a negotiation, or a concordat with other sovereign powers. 
On the other hand, if the management of an international combine in 
country A desires a branch or subsidiary in country B to open a new fac- 
tory or change the design of a product, written correspondence, oral in- 
structions, or at the most a stockholder vote, will serve to translate the 
desire into effective corporate action, at least to the extent that any coun- 
try adheres to the “liberal” theory with respect to foreign corporations.‘ 

Contrasted with the cohesion of business and spiritual units, the organ- 
ized pursuit of peace and political security is still an internationally splin- 
tered affair, based on the teetering and momentary equilibria of jarring 
national policies and aspirations. The questions raised by this article are: 
Can the corporate concept, which has had demonstrable utility in stabiliz- 
ing and internationalizing religion and the day-to-day conduct of business, 
promote the continuity of international political organization? Can it help 
accomplish the integration of the international political community? Can 
it be a democratic and acceptable vehicle for the relief of international 
tension and strife? 

Before attempting an answer to these questions, however, it seems de- 
sirable to protest and discard the sterile distinction, first drawn in the sec- 
ond half of the nineteenth century, between politics and economics. For 
Adam Smith as for Aristotle, political economy had been a philosophically 
unified discipline; the individual, the household, and the state all had their 
respective roles in the creation and distribution of wealth. With the devel- 


5 The international combine must, of course, follow national policies with respect to the 
use of local labor, the employment of loca] capital, the export of dividends, and the like—when 
the national government is minded to impose such policies. Furthermore, there are difficul- 
ties in the way of a single government enforcing its policies against an international combine, 
difficulties which will be apparent to anyone familiar with the failure of state “blue sky” 
legislation to cope with fraud in the interstate distribution of corporate securities and of state 
antitrust laws to stem the national tide of industrial monopoly. Until adequate international 
instruments for the control of international business units are found, national policies with 
respect to such units are bound to be frustrated, and the substance of sovereignty in the eco- 
nomic sphere will be with the private corporation, not the State. The legal, economic, and 
administrative reasons underlying this inability of national states to cope with international 
combines are set forth in considerable detail in the author’s International Combines and Na- 
tional Sovereigns: A Study in Conflict of Laws and Mechanisms, 95 U. of Pa. L. Rev. 575 
(1947). 
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opment of laissez-faire economic philosophy, designed to eliminate or 
minimize the state’s role in the wealth-creation and distribution process, 
and a growing trend toward intellectual specialization and curricular dis- 
integration, political science and economics were cloven asunder. Political 
analysis was deprived of its material substratum, the economic activities 
and motives which consume the bulk of the time and energies of most citi- 
zens of the political state. Economic description was stripped of the state- 
ment of ends, final causes, and values that constitute the raison d’éire of 
political, as of ethical, analysis.* In these days of state economic regula- 
tion, state socialism, and state trading, the attempted intellectual divorce 
between politics and economics, never at any time put into practice, is es- 
pecially incongruous. 

England, Holland, and the other great trading powers of the seven- 
teenth and eighteenth centuries were delegating political power to their 
foreign merchants, when they permitted those merchants to engage—col- 
lectively and under the corporate aegis—in foreign trade. In Maitland’s 
classic phrase, there were “the companies that became colonies, the com- 
panies that make war.”’ The same proposition holds for the modern large 
corporation. The modern state undeniably delegates political power to 
large private corporations, as it does to the large labor unions with which 
the corporate behemoths deal.* The authorization of collective activity 
has, at least since the time the early Christian and Jewish communities 
had their difficulties with the Roman Emperors, always been a state pre- 
rogative. Furthermore, the activities authorized for a large corporation in- 
volve such functions as price-fixing, the division of markets, the setting of 
wages, and the general development of local communities, functions which 
in a pre-Industrial Revolution era had been the primary responsibility of 
the State. It has been said of international cartels that some of the more 
powerful of them “are little empires in themselves, and—their decisions 
are often more important than those of ‘sovereign, political’ entities like 
Holland, Denmark or Portugal.”* The same could be said even more 
forcefully of the political strength of that more cohesive unit, the interna- 

* An exception to this generalization should be made for the so-called “‘institutionalist” 
school, e.g., John R. Commons, Thorstein Veblen and Walton Hamilton. 

7 Maitland, Introduction to, and Translation of, Gierke’s Political Theory of the Middle 
Age, XXVII (1900). 

8 A collective bargaining representative “is clothed with power not unlike that of a legis- 
lature.” Chief Justice Stone in Steele v. Louisville & N.R. Co., 323 U.S. 192, 198 (1944). See 
also ibid., 202-203. 

* Wild, Sanctions of International Commodity Agreements, 30 Am. J. Int. L. 664, 665 
(1936). See also Edwards, Economic and Political Aspects of International Carte.s (1944); 
Hamilton, Cartels, Patents and Politics, 23 Foreign Affairs 582 (1945). 
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tional combine; the notion that international combines and cartels are 
strong political entities is no longer a monopoly of the intuitively minded 
economist or political scientist. Judges have described. international car- 
tels as instruments of ‘‘private regulation,” and have called an American 
subsidiary the ‘“‘commercial legation”’ of its British parent." Even the 
counsel involved in drafting international cartel agreements speak of a 
trade area as “so-called neutral territory, or to put it another way as 
‘spoils’ belonging to the British and ourselves as allies in the late war.’’” 
Such a consistent use of political terms is more than a mere metaphor; it 
is a recognition of an underlying reality. 

Not every delegation of political power is a delegation of sovereign pow- 
er, however. That is an important distinction, because the international 
community is still premised on the supremacy of the sovereign powers of 
the individual nation-states. The dividing line is that no state delegates 
sovereign power when it issues a charter of permissive action, (a) to a 
specified collective group, (b) for limited purposes, (c) for a limited time, 
(d) under safeguards based upon a careful survey, (e) with unlimited op- 
portunity for observation of the group, (f) with a continuing right of su- 
pervision, and (g) with an ultimate right of revocation. In this country, 
such safeguards characterized ordinary corporate charters, which were 
originally issued by state legislatures, even after the middle of the nine- 
teenth century. Even now some South American governments still cling 
jealously to the right to grant individual corporate charters.” 

Sovereignty is ultimate power, and controlled delegations of authority 
cannot impair it. Accordingly, corporations do not necessarily dilute the 
sovereignty of the national state simply by being permitted to perform the 
broad functions. What broader powers could a corporation have than to 
handle a nation’s credit or its transportation, or to develop vast untapped 
lands and natural resources? Yet these were established corporate func- 
tions when the nationalist state and the doctrine of national sovereignty 
were in their hey-day. The corporation did not wrest sovereignty from the 
state until the state, either through lassitude or preoccupation with other 

1 Judge Rifkind, in United States v. Nat’! Lead Co., 63 F. Supp. 513, 526 (S.D. N.Y., 


1945), aff'd, 332 U.S. 319 (1947). See also United States v. Timken Roller Bearing Co., 83 F. 
Supp. 284 (N.D. Ohio, 1949). 


1 United States v. U.S. Alkali Export Ass’n (S.D. N.Y.) unreported opinion, decided by 
Judge Leibell, July 16, 1946. 

2 United States v. Imperial Chemical Industries, Ltd., 100 F. Supp. 504 (S.D. N.Y., 1951). 

18 See Eder, Some Restrictions Abroad Affecting Corporations, 11 Law & Contemp. Prob. 
712, 714 (1946); Bonsal and Borges, Limitations Abroad on Enterprise and Property Acquisi- 
tion, 11 Law & Contemp. Prob. 720 (1946). 
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matters (perhaps some would like to call it a process of constitutional de- 
velopment), endowed it with new and more far-reaching attributes. These 
new attributes were irrevocable immortality, a very large area of immuni- 
ty from supervision by the state, and an indifference to (at times even a 
conflict with) the general political objectives of the state. This new type 
of corporation, mechanically spawned and sponsored with a sublime in- 
difference as to objective and ignorance as to results, cannot serve as a 
basis for international action, which is an area where national wishes 
must continuously be consulted. The older type of individually conceived 
and nurtured corporation, on the other hand, is consistent with national 
sovereignty, and yet, on its procedural side, it requires only the formality 
of incorporation by joint agreement. 

Thus, two propositions are clear—the corporate form of transacting busi- 
ness need involve no waiver of national sovereignty, and may embrace ac- 
tivities that can properly be characterized as political. Let us now ap- 
praise the political potentialities of the international business corporation 
by a sidelong glance at some of their more recent activities. Thus, for ex- 
ample, some international combines, like I.G. Farben and the big German 
banks, have been dramatized as spearheads of the economic penetration 
of foreign countries and as precursors of military aggression.‘ Others, like 
the Herman Goering Works and other German steel combines, have been 
both the consolidators and the beneficiaries of military aggressions.” Still 
others function as devices for the international division and exploitation 
of resources—witness the nationally scattered stockholdings of Royal 
Dutch Shell, Anglo-American Oil Company, and International Nickel. 
Organized on a broader and more governmental plane, and functioning as 
the economic janissaries of political alliance, are such entities as the vari- 
ous development corporations which this country has sponsored in Latin 
America, and the joint corporations organized by Soviet Russia with 
Rumania and Hungary." Corporations have also been created for the pur- 
pose of dividing business opportunities and markets abroad, such as the 
jointly owned subsidiaries of du Pont and Imperial Chemical Industries 
in Canada, Argentina, and Brazil.” Similarly, they may serve to funnel 
snen & 10 Hearings before Senate Subcommittee on Military Affairs, 79th Cong. 1st Sess. 

% Edwards, Economic and Political Aspects of Internationa! Cartels (1944). 


6 See Timberg, Corporate Fictions: Logical, Social and International Implications, 46 
Col. L. Rev. 533, 555-57 (1946). 


17 See United States v. Imperial Chemical Industries, Ltd., 100 F. Supp. 504 (S.D. N.Y., 
1951). 
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in and channel out, on a joint basis, research and technology, as witness 
the corporate offspring of Standard Oil and I.G. Farben.” 

Consider also the broad tapestry of economic activities that have been 
brought under unified international dominion—coal, iron and steel em- 
pires, with all their resultant artifacts and attendant shipping; fats and 
oils, from the peanut oil of West Africa to the whale fisheries off Spitz- 
bergen; chemicals, a single branch of which starts off with the lowly coal 
tar and burgeons into all the dyestuffs on and off the rainbow; the chemi- 
cally affiliated empires of oil, tying the liquid resources and the prosperity 
of Venezuela and Saudi Arabia with road transport in New York and Lon- 
don, and rubber, performing a similar service for Java and the Philippines. 
Or reflect on the industrial puissance that has made of Singer, Ford, 
Kodak, and Coca Cola, international descriptive nouns rather than mere 
commercial names. Confronted with the most challenging and intricate 
problems of the production, technology, and distribution of industrial 
commodities, commercial man has devised elaborate and efficient inter- 
national frameworks of organization. What is lacking on the political 
side? Why has political man failed? 

Political man has been in the custody of a jealous and insecure national 
state, which, though it has voluntarily delegated religious and economic 
authority to subsidiary and continuously operating mechanisms, still 
hinges its international destinies on the intermittent diplomacy of the 
Foreign Office and the thousand year old institution of the embassy or 
legation. International economic organization, as a calculated endeavor on 
the part of the national states, is still an incipient affair, limited to such 
activities as the International Postal Union, the international control of 
radio wave-lengths, a slim secretariat coping with such problems as nar- 
cotics, white slavery, freedom of transit, double taxation, international 
copyright—but always from the outside looking in.’® Perhaps the special- 
ized agencies of the United Nations will in time broaden this tradition. 
However, in the absence of a less diplomatic and gingerly approach, those 
agencies, like the League of Nations agencies that preceded them, bid fair 
to suffer from a plethora of broad principles and a deficit of specific busi- 
ness. Decision-making in those agencies must be transferred from the 
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18 6 Hearings before Senate Committee on Patents, 77th Cong. 2d Sess. (1942). 


1® The broadest general surveys of what has been accomplished along these lines thus far 
are to be found in Symposium on World Organization, 55 Yale L.J. 865 (1946). See also Tim- 
berg, An International Trade Tribunal—A Step Forward Short of Surrender of Sovereignty, 
33 Geo. L.J. 373, 377-81, 398-99 (1945), for developments in the specific area of international 
trade and commerce. Institute on World Organization, World Organization, a Balance Sheet 
of the First Great Experiment (1942). 
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outer and slowly revolving periphery of diverse national delegations to the 
inner and more decisive core of a unified international secretariat. 

The international business corporation, unlike the international politi- 
cal agency, does not suffer from lack of activity ; but however inclusive the 
corporation’s control over its own members and its particular segment of 
the international economy it cannot single-handed accomplish its own in- 
tegration with other segments of that economy, which are still organized 
on nationalist lines. Furthermore, the goal of economic security it holds 
out for its relatively few members is only a fractional answer to the po- 
litical security that is the goal of organized human society. But the cor- 
porate frame of organization supplies a mechanism for getting things 
done, and this is what international society needs. 

Let us distinguish the corporate mechanism for the transaction of inter- 
national business by a group of private persons from that same mechanism 
as applied to the conduct of joint governmental operations, by calling the 
latter an ‘international govcorp.’’ The question then suggests itself: 
Where, in the tangled maze of international affairs, would international 
govcorps make their most effective contribution? In the writer’s mind, the 
most fertile field for the operation of international govcorps are those eco- 
nomic activities which are basic to the prosperity of two or more national 
communities and which are already subject to some measure of regulation 
or control by those communities. Characteristically, though, the control 
exercised by the individual national community is hobbled, and sometimes 
completely nullified, by territorial boundaries and by the conflicting poli- 
cies of neighboring sovereigns. Those economic activities, to attain their 
fullest development and promise, desperately require an underlying uni- 
formity of approach and some measure of administrative coordination 
which can be achieved, without at the same time producing an undesirable 
inflexibility of operation, by the discriminating use of international gov- 
corps. 

Concretely, the international govcorp could, for example, take over the 
direction of programs for the irrigation, navigation control, and hydro- 
electric development of international river basins, along the lines of our 
own Tennessee Valley Authority. Enterprises of this type have already 
been suggested for the Danube and the Jordan.” In fact international law 
precedents have been operative for a century in the form of commission 
regulation of the navigation, commerce and hydroelectric development of 

* Lowdermilk, Palestine, Land of Promise 171 et seq., 196 et seq., 201, 220, 222 et seq., 


230 et seq. (2d ed., 1949); Basch, A Price for Peace 116-18 (1945); Lorwin, Postwar Plans of 
the United Nations 150 (1943). 
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various so-called “international” or ‘‘common” waterways.” “Experience 
has shown that special river commissions, each with its powers and duties 
laid down in an appropriate convention, are a more suitable method of 
regulating the use of rivers than a general law of rivers could ever be.” 
There is quite a gap, of course, between the operation of the type of inter- 
national commission that has been regulating navigation along the Rhine 
or Danube, and an international govcorp charged with the development 
of an entire region. Nevertheless these international river bodies illustrate 
the close interdependence between effective international organization 
and a sound functional operating base. 

A well-conceived and properly implemented international river basin 
authority would be more than a happenstance globalization of our domes- 
tic TVA concept. It would be more than a way of establishing the new 
planner’s paradise. It would reflect the statesmanlike concept that people 
who are working together on functional problems of the highest signifi- 
cance, and on functional regional lines which must necessarily transcend 
national boundaries, will tend to become immune from sterile national 
passions and conflicts. 

Adoption of the corporate mechanism would infuse, in an area where 
continuity and harmony of policy are necessary, cooperative procedures 
of international scope. If enough phases of international economic activity 
can thus be made the object of dispassionate technical administration and 
overriding international economic direction, less room would be left for the 
boundary disputes and ethnic antagonisms that still lie at the root of so 
much international strife. 

The exigencies of conducting World War II produced a unified and co- 
operating top military command, which issued basic directives and dele- 
gated authority down the line without regard to the nationality of the in- 
dividuals who either laid down or executed the delegations. Supplement- 
ing the military decisions, were civilian administrative decisions involving 
stupendous and delicate assignments and allocations of raw materials, 
shipping, and industrial resources. Such decisions were not, and could not 
be, made in the style of conventional diplomacy, one Foreign Office lan- 
guidly negotiating a treaty with another. The precariousness of the cur- 

% The best known of the international rivers thus subject to control by international com- 
mission are the Rhine, Elbe, Danube, Rio Grande and Colorado, but many lesser rivers and 
lakes are similarly regulated. It may be noted incidentally in this connection that, while the 
Suez Cana] is nominally an Egyptian joint stock company, there was little doubt, at least until 


recently, as to its international nature, dominated as it was by the English, French and Egyp- 
tians. See Wilson, The Suez Canal (2d ed., 1939). 


® Brierly, The Outlook for International Law (1944). 
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rent peace has left the Western Allies with a good deal of this ad hoc, 
shirt-sleeve collaboration on a direct military basis. Does not that same 
precariousness press upon Western Europe the drastic need for collective 
economic-political action along efficient and administrative lines, and the 
scrapping of the outmoded diplomatic process? In fact, is not the Schuman 
plan for a unified Ruhr iron and steel economy a belated recognition of 
that need? 

The Council of Europe is, of course, the most advanced current symbol 
of the need and desire for the political and economic integration of West- 
ern Europe. On August 26, 1950, its Consultative Assembly addressed a 
Recommendation to the Committee of (European) Ministers, in which it 
expresses the view that the development of insufficiently utilized resources and other 
activities of the nature of European public utilities might be carried out through 
agencies or companies established by the Member States in common, jointly financed 


by them with or without the aid of private capital, and given concessions and regula- 
tions by the said states in common. 


The Recommendation for the formation of such intra-European govcorps 
stemmed from a report made by its Committee on Economic Questions, 
which suggested as appropriate subject matters for such govcorps the fol- 
lowing: (i) The hydro-electric development of the Alps. (2) The expansion 
of colonial production, particularly in Africa. (3) The production of syn- 


thetic gasoline, the refining of crude oil, and the distribution of oil and 
gasoline. (4) A European Bank for Investments. (5) Aviation transport. 
(6) The securing, for newly tapped sources of production, of a guaranteed 
market, along the lines of buffer stock agencies known to students of inter- 
national commodity agreements. (7) The provision of technical assist- 
ance.*4 

It would appear that the Council of Europe, while not abandoning its 
efforts to accomplish the all-out political integration of Western Europe, 
is focussing on the more tangible and readily digestible projects of setting 
up functional corporate organisms to do functional jobs. All the suggested 
activities were already in one way or another the subject of national and 
international planning and action; what is significant is the suggestion of 
the new govcorp form, and the implicit dissatisfaction with the prior more 
diffuse, more feeble, and less governmentally responsive forms of organiza- 
tional cooperation. 

Thus, there have already been both private holding companies, such as 


*8 Council of Europe, Consultative Assembly, Document 106, Ordinary Sess. (1950). 


* Council of Europe, Consultative Assembly, Documents 22 & 30, First Ordinary Sess. 
(1949). 
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Sofina, controlling electric utility enterprises in many different countries, 
and numerous intergovernmental compacts governing the administration 
of the hydroelectric resources of common rivers. England has had its fiasco 
of an African “‘ground nuts’’ program, a disastrous legacy to a socialist 
government from the Unilever combine. The international petroleum 
trade is the domain of a few tremendous private industrial combines, held 
together by a private concordat that is already the subject of criticism by 
the consumers of oil.” In the field of new investment, there have been the 
activities of strong private banking groups, such as the French Banque de 
l’Indo-Chine (in Indo-China) and Banque Européenne de Pays-Bas (in 
Africa) ; the International Bank is, of course, already organized along cor- 
porate administrative lines. International air transport is, in almost every 
country of the world, either a governmental or a private monopoly: the 
Scandinavian governments have formed a single company for the opera- 
tion of airlines traversing their territories; there are international conven- 
tions and protocols which govern air transport operations; and even in 
these United States there has been proposed the idea of a single consoli- 
dated international airline carrier, or “flag line.” Buffer stock plans have 
been established, and have broken down, for coffee, rubber, tin, etc., and 
the commercial aspects of this country’s stockpiling of critical and strate- 
gic materials from abroad have been entrusted to government corpora- 
tions. Finally, this nation’s Point [V program has attempted to broaden 
pre-existing private business efforts to help the Western European and 
other non-Soviet countries bolster their production resources by sparking 
their technological potential. 

The basic reasons that have led these economic wise men of Europe to 
suggest that these private, uni-national, and diplomatic activities be as- 
signed to the tighter-knit administration of an international govcorp are 
threefold. First, Europe’s increasing awareness of the limitations of its re- 
sources (and the consequent necessity for making efficient and economical 
use thereof) has strengthened the drive for a more compulsive form of in- 
ternational cooperation. A second consideration is the need for developing 
some instrument for international capital or technological investment that 
will give the investing country some assurance against unnecessary invest- 
ment risks, and the country where the investment is made the requisite 
degree of social control over the joint enterprise—and what more natural 

% The Oil Business, Report with Recommendations made by the Oil Administration 
(1945), published by Ivar Haeggstrom Printing Co. (Stockholm, 1947). 


%* Sen. 197 & 987, 80th Cong. ist Sess. (1947); Sen. 7, 82d Cong. ist Sess. (1951); H.R. 1,698; 
1,699; 2,827; 2,828; 2,829; 2,830, 80th Cong. ist Sess. (1947). 
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than to adopt the corporate form that had been used for decades by pri- 
vate companies to accomplish similar purposes? And finally, there is a 

“consideration not to be overlooked in the fear-beset world of Western 
Europe—the fear that such a phenomenon as the reactivation of the Ruhr 
coal and steel industry will place a perilous industrial (and hence military) 
potential in the hands of a single (and historically too warlike) nation. It 
was, in a sense, to bring about a joint military and political control of the 
industrial potential underlying German rearmament, without pauperizing 
Europe by depriving it of the valid economic contribution of German in- 
dustry, that the Schuman Plan was devised.”’ 

The international govcorp need not, of course, take the precise shape 
of a business corporation as the business man or lawyer now knows it. 
What goes by the verbal tag of ‘“‘authority”’ will satisfy the need for effi- 
ciency and dispatch quite as well. Furthermore, the secretariat of an in- 
ternational govcorp must be politically adroit and responsive to the un- 
expressed limits of tolerance of their respective national constituencies. 
They cannot be allowed to become infatuated with their own blueprints, 
bemused with their own competence, or satisfied that technical proficiency 
is their sole warrant for applause or survival. Like Antaeus, an interna- 
tional govcorp will lose its strength when it leaves the ground of political 
realism. At the same time, it may lose all its social meaning if it becomes 
too solidly mired in the sticky mud of existing conventional political 
habits of thought. 

The international govcorp will thus doubtless develop characteristics 
that will differentiate it from the ordinary business corporation. What it 
will still have in common with such a conventional corporation, however, 
is efficiency, expeditious mechanisms for airing and reconciling conflicts, 
and a clearly delineated delegation of authority. Its activity will differ 
from that of the international diplomatic conference, convention, or com- 
mittee, in the following respects: 

First, the international govcorp will be oriented to the functional ad- 
ministration of a collective enterprise, in which nations will participate on 
a cooperative rather than an individualistic basis. The focus of the usual 
international committee or conference is on the anarchic process of dip- 
lomatically negotiating differences among the nations as to how each na- 
tion will carry out its individual segment of responsibility for what should 
be a collective enterprise. 

Second, the defining of the frame of reference of an international gov- 
corp will be an automatic delegation to its staff of authority to carry out 

* Discussed at p. 751 infra. 
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the agreed-on purposes of the govcorp. The diplomatic techniques of con- 
ference, written convention, and committee result at best in blurred half- 
delegations to a nation’s negotiators, with the necessity for a reference 
back every time a rival negotiating team initiates a new gambit. 

Third, the functions, powers and standards of action of an international 
govcorp will tend to be concrete and definite, without sacrificing needed 
flexibility of operation. The corresponding functions, powers, and admin- 
istrative standards of a diplomatic agreement are necessarily vague and 
lacking in specificity. 

Fourth, the international govcorp will develop plans on an open, em- 
pirical, and international basis. Customary diplomatic techniques involve 
the presentation of preconceived plans, developed in isolation on an 
a priori, generalized, and rational plane, and enshrouded in the type of 
secrecy that is inimical to intelligent public comprehension of underlying 
issues. 

Fifth, the conversational technique of the international govcorp is that 
of the business office—frank, round-the-table discussions. Contrasted to 
it is the cumbersome technique of the Foreign Office—the interminable 
and constipated exchange of démarches and pourparlers, drafts and re- 
drafts. 

Sixth, the international govcorp will be staffed by an internationally- 
minded administrative and technical corps. However broad-gauged the 
international education of Foreign Office officials and however noble their 
intentions, they carry with them inescapable national and political fetters. 

Seventh, the action taken by an international govcorp will be a common 
decision, based on a proper focusing and funneling of the needed informa- 
tion, policy-making responsibilities, and operational authority. What the 
international conference approach generates is a welter of national stresses 
and strains, each based on an improvised and poorly integrated admixture 
of factual data, general blueprints and principles, and immediate political 
decisions. Sometimes, this welter emerges in a cloudy compromise, some- 
times not. 

Let us examine these seven administrative advantages of corporate ac- 
tion over diplomatic action in the light of that recently established inter- 
national govcorp, the European Coal and Steel Community, otherwise 
known as the Schuman Plan. 

First, what is the collective enterprise? It is the coal and steel industry 
of six countries, France, West Germany, Belgium, Holland, Luxembourg, 
and Italy. Hitherto conducted under the separate auspices of six national 
governments and hence involving an uneasy interdependence among six 
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autonomous markets, this industry, by a stroke of international creative- 
ness, attains an integrated ‘‘common market” and a measurable degree of 
international political control.” 

Second, the general purposes of the Plan are defined in Articles 2 and 
3 of the Treaty.” 

Third, are the plans of this Community specific and concrete? It would 
seem sufficient here to note the great detail with which are spelt out such 
functions of the High Authority of the Community within the common 
market as the approval of new capital investment programs and assistance 
in their financing (Art. 54); the encouragement of technical and economic 
research (Art. 55); the attempt to deal with the effects, particularly as 
they concern employment, of technological innovation and capital expan- 
sion (Art. 56); the allocation, ‘‘in a period of manifest crisis,’’ of produc- 


* The High Authority which manages the affairs of the Community has been referred to 
as a supra-national agency. This, of course, is a highly significant distinction, for it means that 
High Authority can make decisions which must be obeyed by the national states. While the 
provisions of the organic treaty of the Community justify this characterization of the High 
Authority as supra-national, doubt has been expressed as to whether “vital interests” of 
the contracting nations will in actual operation be subordinated to the decisions of the High 
Authority. See note 39 infra. 


%* “Article 2: The mission of the European Coal and Stee] Community is to contribute to 
economic expansion, the development of employment and the improvement of the standard of 
living in the participating countries through the institution, in harmony with the general econo- 
my of the member States, of a common market as defined in Article 4. 

“Community must progressively establish conditions which will in themselves assure the 
most rational! distribution of production at the highest possible level of productivity, while 
avoiding the creating of fundamental and persistent disturbances in the economies of the 
member States. 

“Article 3: Within the framework of their respective powers and responsibilities and in the 
common interest, the institutions of the Community shall: 

(a) See that the common market is regularly supplied, taking account of the needs of third 
countries; 

(b) Assure to all consumers in comparable positions within the single market equal access 
to the sources of production; 

(c) Seek the establishment of the lowest prices which are possible without requiring any 
corresponding rise either in the prices charged by the same enterprises in other transactions or 
in the price-level as a whole in another period, while at the same time permitting necessary 
amortization and providing norma! possibilities of remuneration for capital invested; 

(d) See that conditions are maintained which will encourage enterprises to expand and 
improve their ability to produce and to promote a policy of rational development of natural 
resources, avoiding inconsiderate exhaustion of such resources; 

(e) Promote the improvement of the living and working conditions of the labor force in 
each of the industries under its jurisdiction so as to make possible the equalization of such 
conditions in an upward direction; 

(f) Further the development of international trade and see that equitable limits are ob- 
served in prices charged on external markets; 

(g) Promote the regular expansion and the modernization of production as well as the 
improvement of its quality under conditions which preclude any protection against competing 
industries except where justified by illegitimate action on the part of such industries or in their 
favor.” 
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tion quotas and coal and steel resources (Arts. 58, 59); the prohibition of 
unfair competitive practices (particularly “‘price reductions whose pur- 
pose is to acquire a monopoly position within the common market”) and 
of discriminatory prices and practices (particularly those based on the na- 
tionality of the buyer) (Arts. 60, 63); the fixing of maximum and (where 
“a manifest crisis exists or is imminent’’) minimum prices (Art. 61); and 
the forbidding of agreements to fix or influence prices, restrict or control 
production, technical development or investments, or allocate markets, 
products, customers or sources of supply (Art. 65). With respect to merg- 
ers, corporate acquisitions and other concentrations of business enterprise, 
the High Authority must pass on all such concentrations, authorize only 
such concentrations as do not impair the maintenance of effective compe- 
tition or evade the rule of competition, and split up illegal concentrations 
(Art. 66)#Bhe foregoing are direct responsibilities of this new industrial 
Comm . In addition, there are other duties of this govcorp where the 
emphasis is to stimulate appropriate national action, in such areas as 
wages and the movement of labor (Arts. 63, 64), transport (Art. 65), and 
customs duties (Art. 67). 

Fourth, the public and open nature of the Community’s operations 
seems to be insured by two main types of provisions. One is a direct and 
unequivocal emphasis on publicity (see Art. 5). The other is the rather 
elaborate system of checks and reviews to which the High Authority, the 
operating core of the enterprise, is subjected, i.e, the operations of the 
Consultative Committee, consisting of an equal number of producer, 
worker, and consumer representatives (Arts. 18, 19); the power of the 
General Assembly (representing the peoples of the member States) to re- 
view the report of the High Authority and bring about the High Authori- 
ty’s removal by passing a motion of censure (Art. 24); the necessity of 
consulting with the Council, the diplomatic representatives of the member 
States (Art. 26), which has the power to fix the salaries of the High 
Authority (Art. 29); and the review jurisdiction of the Court over viola- 
tions of the Treaty and abuses of power or authority (Art. 33). 

The Council acts as a buffer, either by way of consultation or as a body 
whose concurrence is required, on matters that require harmonizing the 
actions of member governments, such as the member government’s guar- 
antee on loans obtained by enterprises (Art. 51), the institution of finan- 
cial mechanisms to carry out the objectives of the Community (Art. 53), 
the financing of programs for the re-employment of displaced workers 
(Art. 56), the setting up of production quotas (Art. 58), restrictions on ex- 
ports to third countries (Art. 59, Sec. 5), the fixing of maximum or mini- 
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mum prices (Art. 61), and recommendations to States to counteract spe- — 
cial advantages given to, or burdens placed on, coal or steel enterprises 
within their borders (Art. 67). Of special interest is the one situation in 
which the Council wields direct executive authority (with the High 
Authority having only proposal-making and consultative functions)—the 
establishing of consumption priorities and the allocation of coal and steel 
among the Community’s industries (Art. 59). The relegation of the High 
Authority to a secondary role in connection with this function probably 
stems from a fear that, being so intimately focussed on the coal and steel 
industry, it might tend to favor coal and steel enterprises as against other 
industries that also need coal and steel, e.g., power. The Consultative 
Committee similarly acts as a buffer, usually along with the Council (Arts. 
53, 55, 58, 59, 62, 67) where the favorable opinion of worker, technical and 
consumer groups plays an important part in assuring the success of the 
High Authority’s operations. It is particularly and uniquely concerned 
with (1) action where the standard of living of workers drops (Art. 68), 
and (2) the choice of ‘‘abnormal base points’’ for price quotations (Art. 
60). It might conceivably be contended that this set of reviews and con- 
trols by the diplomatic, democratic, economic, advisory, and judicial or- 
gans of the Community indicate an over-wieldy organization, but they 
clearly seem to be sanctions against the development of visionary, imprac- 
tical or secretive programs of action. 

Fifth, the greater informality of the European Coal and Steel Commu- 
nity over conventional diplomatic bodies is implicit throughout its set-up. 
In addition, note the ample provision made in the Treaty for the issuing 
of opinions and recommendations (Art. 14), and the High Authority’s 
power to institute what are quite non-ornamentally labeled economic 
study groups (Art. 16). 

The sixth administrative consideration, the composition of the interna- 
tional secretariat, may well be the most vital ingredient of effective inter- 
national cooperation. Here it should be noted that the High Authority of 
the Community, which is charged with the execution of the wealth of 
functions already described, is to be chosen on the basis of the cardinal 
considerations of general competence and independence of connection 
with the industry (Art. 9). Also, it is provided that the Court cannot re- 
view the conclusions of the High Authority which are based on economic 
facts (Art. 33). 

Seventh and last, we come to the end result of all this administrative 
machinery, the making of informed and effective decisions. This is a result 
that no amount of forceful treaty language or detailed organizational pro- 
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cedures can guarantee. However, the Treaty empowers the High Authori- 
ty, the trained secretariat or executive management committee of the 
Community, to make binding decisions (Arts. 14 and 15). The publication 
of opinions and recommendations already alluded to, while on the surface 
informal and noncommittal, may in certain circumstances have a genuine- 
ly compulsive impact.* 

It is not intended by the foregoing to convey an enthusiastic and un- 
qualified approval of the Schuman Plan. For one thing, it is important not 
to take the word for the deed. Subsequent operating experience may com- 
pletely frustrate what is, thus far, a thoroughgoing expression of ambi- 
tious international ideals. The lack of a cooperative spirit in the future may 
defeat the achievement of that climate of cooperation that pervades the 
letter and the surface of the treaty document.*! Furthermore, doubt has 
been expressed as to whether the Schuman Plan “‘would be more than a 
governmental facade for an old fashioned cartel.’”’** Anxiety has been felt 
that certain allegedly temporary expedients, such as price-fixing and spe- 
cial reconversion funds, designed to facilitate an easier transition to the 
Europe-wide common market, may turn out to be a permanent (and car- 
telized) state of affairs. Then, will the French close some of their coal pits, 
with possible dire unemployment problems, if competitive forces demon- 
strate that their continued operation is uneconomic? Will the German 
steel industry keep down production and sacrifice immediate profits, if 
that be the competitive verdict?** 

There is possible occasion for other basic criticisms of the philosophy 
of the entire project, e.g., that it gives undue prominence to the factor of 
regulation (as contrasted with our own competitive system) or that it does 
not have sufficient safeguards against control by engineer bureaucrats or 
financial oligarchs.** The only point relevant to this paper is that six coun- 
tries have come to grips with a gargantuan economic problem that they 
had in the past unsuccessfully sought to cope with by other means, and 


% On publicity as a legal sanction, see Timberg, op. cit. supra note 19, at 390-91. 

® While an impressive juridical panoply has been built up by international convention for 
the institutions and functionaries of the European Coal and Stee] Community, it still remains 
to be seen how its operations will in practice be geared in to the policies of national sovereign 
striving to exert a more local, but nevertheless pertinacious, jurisdiction over coal and steel 

enterprises. 

# 158 The Economist 1105, 1107 (1950). 

88 Diebold, Imponderables of the Schuman Scheme, 29 Foreign Affairs 114 (1950). 

* A defender of the Schuman Plan would perhaps attempt to remind us that our bitumi- 
nous coal industry has been the subject of extensive regulation by administrative commissions 
and that despair at eliminating elements of rigidity in the ce policies and price struc- 


ture of the steel industry has brought forth suggestions for governmental administrative 
control. 
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that they have contrived an organizational framework that has some 
promise of effective (if not necessarily the correct) resolution of that 
problem. 

To those who believe in the ultimate necessity of an all-inclusive inter- 
national government, there may be something distasteful about the limit- 
ed coverage of any one international govcorp, such as the European Coal 
and Steel Community. There may be a disagreeable lack of symmetry in 
the probable haphazard proliferation of such govcorps. To the writer, how- 
ever, this limited coverage has certain very practical advantages, and is 
consistent with the rule of law in the international community. 

In a more principled and less empirical stage of my own intellectual 
development, I remember being somewhat taken aback by the last few 
pages of Sir Henry Sumner Maine’s lucid Lectures on International Law. 
The bulk of this very readable volume was taken up with a statement of 
the principles and historical development of international law, particular- 
ly the law of belligerency. In his last chapter, Sir Henry turned to the 
topic of proposals to abate war. After reviewing other proposals and 
precedents, Maine concluded that the old-fashioned entente of leading 
powers was the best system for keeping the peace. For him, the most effec- 
tive historical precedent along these lines had been an informal amicable 
understanding that had prevailed for ten years among three Emperors— 
those of Germany, Russia, and Austria-Hungary. 

Now, what is so defective about this so simple solution? It is this: Peace 
depends on relationships among men, not among governments and their 
titular heads. “Government” and “emperor” are symbols upon whom, as 
the focal point of their country’s foreign relations, converge and through 
whom are discharged the outgoing pressures and passions of their respec- 
tive human components. Governments differ in their potentialities for 
maintaining peace. That difference is a function largely of whether a 
monolithic or a pluralistic state is involved, i.e., whether the national 
government tenaciously clings to control of all the concerns of its citizens, 
or whether it is prepared to make wise delegations of authority to groups 
within its borders. 

Take, for example, the historical role of England and Germany. As a 
practical matter, England was a pluralistic state, which had worked out a 
marked degree of autonomy and responsibility for individuals, for incor- 
porated and unincorporated groups, and even for different segments of its 
government. Germany, as Thorstein Veblen pointed out, was an absolu- 
tistic state two generations removed from feudalism.” England, in the 

* Veblen, Imperial Germany and the Industrial Revolution (1939). 
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sneering language of German imperialists, Karl Marx, and Werner Som- 
bart, was a race of craven and utilitarian shopkeepers, devoted to selfish 
commercial gain, muddling along with specific enterprises and transac- 
tions—and hence addicted to the ways of peace. Germany, on the other 
hand, in the minds of some of its apologists, was a country of heroic, un- 
selfish, and logical idealists, devoted to grand and heroic conceptions, un- 
ambiguously dedicated to national honor and glorification—and hence 
born warriors.* 

A pluralistic state (England) tends to make for peace, and a totalitarian 
state (prewar Germany) for war. Why? Perhaps an analogy may clarify. 
The external attitudes and relations of a pluralistic state are like an elec- 
tric transmission grid with many parallel wires and many circuit inter- 
rupters and disconnecting switches; those of a totalitarian state are like 
a system with but a single wire and almost no facilities for stepping down 
voltages. Voltages which can be comfortably carried by the pluralist sys- 
tem would, in the case of the totalitarian one, cause breakdowns and elec- 
trocution of maintenance men. In short, a country needs as many men as 
possible, not one man, in positions of control of its international affairs. 
And it needs men with specific competence for specific subject matters, 
not merely people with a general flair for negotiation. If political plural- 
ism, i.e., thejdelegation of specific subject matters of common social con- 
cern to specially constituted and qualified groups, makes for order, pros- 
perity, and harmony within national states, why should it not do so 
among those states? If decentralization, i.e., the delegation of specific 
tasks to the men and industrial units best suited for them, is a necessity 
for the modern large industrial corporation, may it not also be a crying 
need of the modern society of nations? So, let us not be afraid of limited 
coverage for our international govcorps; let us rather fear our human in- 
ability to cope with even that limited coverage. 

The international govcorp is not going to fragmentize or otherwise 
jeopardize the rule of international law and order, viewed as a pragmatic 
reality and not as a set of universal verbal prescriptions. Law’s chief sagac- 
ity lies in its self-denying nature and the scope and comity it accords to 
custom, usage, and accepted mores. A society’s lawfulness is in inverse 
proportion to the number of its laws, and the frequency with which its 
citizens go to court. Therefore, if the international community has mech- 
anisms which can prevent violence and mitigate international tensions, 
international law prevails. And the international community can mitigate 


*See Armstrong, Thus Speaks Germany 153-56, 159-60, 163-64, 171 (1941); Dewey, 
German Philosophy and Politics 57 (1915); Sombart, Handler und Helden (1915). 
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tensions, and avert violence, by providing forums for the discussion and 
release of such tensions. Preferably, these should be separate forums 
wherein individual causes of tensions can be aired and worked out. 

Thus, the limited coverage of an international govcorp is an advan- 
tageous matter for international development and the removal of inter- 
national friction. Also, a limited charter of activities would serve to satis- 
fy the national states that might be jealous of any broader grant, because 
such a limitation would conserve for the national state its true sovereign- 
ty. It has already been noted that such a limitation helped satisfy national 
states at a time when they were most sensitive to the encroachments of 
the private business corporation.” 

Let us be, therefore, not logical absolutists, but philosophical positivists 
in the field of international institutions. Rather than wait for the realiza- 
tion of currently unattainable ideals of an international legislature, execu- 
tive, or judiciary, let us focus on institutions less removed from the day- 
to-day activities of men. Let us remember that the pax Romana of classi- 
cal times and the pax Britannica of the nineteenth century were periods, 
not of grand, unifying juridical ideologies, but of intensified commercial 
activity accompanied by enough law to settle such commercial disputes as 
arose. Viewed in such a modest yet not unambitious perspective, interna- 
tional govcorps—if their status and activities can but be geared with those 


of the existing political sovereigns, the national states**—will not retard, 
but rather promote, the ultimate development of world order, limited 
though they may be to selected enclaves of international activity.* 


87 See p. 742 supra. 


% See Timberg, International Combines and National Sovereigns: A Study in Conflict of 
Laws and Mechanisms, 85 U. of Pa. L. Rev. 575, 609 (1947). 


%* Disputes among individuals are the everyday concomitants of their international eco- 
nomic activity. The resolution of those disputes is, therefore, an unobtrusive method of building 
up international law without derogating from national sovereignty. Accordingly, the author 
has staked greater hopes for peace among nations on an international trade tribunal, to handle 
the disputes of individuals, than on a High Court of Justice, to handle disputes among nations. 
See Timberg, An International Trade Tribunal, 33 Geo. L. J. 373 (1945). 





EXPLORATION OF LEGISLATIVE REMEDY 
FOR PREJUDICIAL CHANGES IN 
SENIOR SHARES 


Etvin R. Latry* 


N RECENT YEARS PERHAPS NO AREA of corporation law has called forth 

| more criticism than that concerning recapitalizations which involve 

an alteration of the relative rights of classes of shareholders.’ The law 

of corporate recapitalization is largely a development of the last fifteen 

years. Older decisions exist, but newly invented strategies and recent cor- 

poration statutes make this virtually a new branch of corporation law. 

Criticism of the more objectionable features of this law has focussed on a 

typical pattern in the recapitalization scheme, i.e., the arrearage elimina- 
tion pattern. The pattern is roughly as follows: 

Corporation X has outstanding preferred and common shares. Voting 
power over election of directors rests with the common; also, common’s 
votes are necessary for any formal reduction of capital, which in turn may 
have a bearing on the creation of a lawful dividend-payment fund. Until 
recently, the corporation’s business has not been profitable, and no divi- 
dends have been paid for some years. Since the preferred is “cumulative,”’ 
a formidable arrearage has piled up ahead of the common. Thus, although 
the corporation shows promise of making enough profits to pay some or 
all of the preferred’s dividend priority, it will be years before any divi- 
dends can be paid to the common, because the preferred’s arrearage must 

* Professor of Law, Duke University School of Law. 


1 Ballantine, Corporations 525-26, 655-66 (rev. ed., 1946); Becht, Corporate Charter 
Amendments: Issues of Prior Stock and the Alteration of Dividend Rates, 50 Col. L. Rev. 900, 
943 (1950); Becht, Changes in the Interests of Classes of Stockholders by Corporate Charter 
Amendments, 36 Cornell L.Q. 1, 30 (1950); Becht, Alterations of Accrued Dividends, 49 Mich. 
L. Rev. 363, 370, 379, and 49 Mich. L. Rev. 565, 582-86, 588-94 (1951); Dodd, Fair and 
Equitable Recapitalizations, 55 Harv. L. Rev. 780 (1942); Dodd, Accrued Dividends in Dela- 
ware Corporations—From Vested Right to Mirage, 57 Harv. L. Rev. 894 (1944); Dodd, 
Recapitalization Plans Involving Funding of Accrued Dividends, Am. Bar Ass’n, 
of the Section of Corporation, Banking and Mercantile Law 26 (1945); Lattin, A Primer on 
Fundamental Corporate Changes, 1 West. Res. L. Rev. 3 (1949); Latty, Fairhess—The Focal 
Point in Preferred Stock Arrearage Elimination, 29 Va. L."Rev. 1 (1942); Walter, Fairness in 
State Court Recapitalization Plans—A Disappearing Doctrine, 29 B.U.L. Rev. 453 (1949); 
The Rights of Cumulative Preferred Stockholders under the Public Utility Holding Company 
Act, 52 Harv. L. Rev. 1331, 1336-37 (1939); Intraclass Discrimination in the Elimination of 
Accrued Dividends, 55 Harv. L. Rev. 1196, 1200 (1942); Elimination of Accrued Dividends 
on Preferred Stock, 33 Ill. L. Rev. 212, 214 (1938); Scaling-Down of Arrearages on Cumula- 
tive Preferred Stock, 4 Univ. Chi. L. Rev. 645, 648 (1937). 
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be paid in full before the common gets anything. If some way can be found 
to circumvent these arrearages, the common can get dividends right now, 
while the sun is shining; on the other hand, if the common does not make 
hay now, it may find that the sun has gone behind the clouds just before 
the arrearages are satisfied. Maybe the thing to do is eliminate those ar- 
rearages. While we are about it, we may as well change the preferred’s 
dividend rate downward and alter that troublesome “‘cumulative” right. 
Of course, we want a solid majority of the preferred to vote for this idea, 
as the corporation statute requires; moreover, even if the preferred is non- 
voting, one cannot be sure that a court would permit the alteration of the 
rights of a class without the vote of that class. Anyhow, a big favorable 
vote looks good. So, the directors prepare a plan along the above lines. 
However much the details vary, one feature remains the same: the ar- 
rearages are to be handled in a way that will not prevent payment of cur- 
rent dividends to the common, subject only to the condition that they be 
first paid to the preferred (if the old preferred, as changed, still re- 
mains “preferred” at all). 

The plan is put to stockholders’ vote and, interestingly enough, nearly 
everybody who takes pains to vote, that is, to mail back a proxy, approves 
the plan. 

Some of the preferred shareholders, however, dissent. They feel that 
“The Plan” is a steal, a device to slice the corporate melon not only in a 
manner that gives them slices of different shapes (with an undue propor- 
tion of rind), but also—and this is what counts—a much smaller slice. 
“Look,” they say, “the plan takes away from our class ten years’ accrual 
of unpaid dividends, amounting to $70.00 per share, and takes away other 
rights, and in return for these lost rights, the plan gives each preferred 
share a $ share of newly created Class B common, nonvoting, so that 
each share of old preferred ends up in one share of trimmed-down new pre- 
ferred and a } share in a prolific junior equity class.”’ “But consider,” 
says the common, “that the plan provides that we old common share- 
holders, heretofore holding 100,000 shares of common, are now to be cut 
in half, cut down to 50,000 shares of sole-voting Class A common.” The 
preferred shareholders remain unconvinced ; they fail to see that common’s 
consent to give the preferred a +, share in the equity (5000 shares out 
of the 55,000 aggregate shares of equity stock), and a nonvoting equity 
at that,? is much compensation for what they have given up. 

Moreover, the disgruntled preferred shareholder starts to calculate on 


* I do not mean to intimate that conferring additional voting power on the preferred really 
improves an otherwise unfair plan. 
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the basis of a factor crucial to holders of a proprietary interest in a con- 
tinuing business enterprise: how will the change affect the division of 
earnings between shareholder classes? First, he makes his calculation on 
the basis of the current earnings. Projecting these he finds that he would 
have been better off in his old position, which entitled him to the entire 
dividend distributions for many years. The fact that his class now owns a 
portion of equity stock does not begin to make him whole. Not until he 
hypothesizes earning power beyond all dreams does the projected return 
on the equity stock compensate him for what he gave up. At that point he 
will note that if corporate earning power is that good, there was no need to 
change his arrearage rights in the first place. 

The disgruntled preferred shareholder may then turn to the courts for 
redress. His first argument will probably be that the corporation lacked 
“power” to alter his rights, despite the majority votes of stockholders. He 
is likely to lose. This power can probably be found in most states by virtue 
of: (1) the “‘reserved power’’ of states over corporate charters and statutes, 
(2) the clearly expressed or judicially interpreted language of charter 
amendment statutes, (3) “appropriately” drafted clauses in the charter 
itself, (4) the coercive effect of the nearly-everywhere recognized power to 
create a new class of prior preferred even for the sole purpose of exchang- 
ing it for existing senior classes, or (5) the resort to phony merger with a 
wholly-owned subsidiary or convenient affiliated corporation.* 

So the disgruntled shareholder will resort to another argument: the 
proposed changes should be enjoined by a court of equity because they are 
unfair to his class. Some years ago when recapitalization law was in a more 
formative stage, I ventured the opinion that courts were beginning to 
judge the fairness of a recapitalization.‘ I thought that I saw, in some of 
the question-begging “‘vested rights” rationales used by courts which 
found corporate ‘“‘power” lacking, a realization of the unfairness in the 
plan involved ;* and I detected hope even in the lip service paid to fairness 
in some cases where the courts had upheld recapitalizations through 
phony merger. One might have hoped that recapitalization law would fol- 
low the course of corporate reorganization law, where the altered seniors 
are creditors. Even before the federal statutes of the thirties required re- 
organizations (relabelled “bankruptcy” proceedings) to pass a judicial 
determination of “fair and equitable,” courts of equity had recognized a 


* An exhaustive and excellent survey of a corporation’s power to change the relative rights 
of shareholders is to be found in the articles by Professor Becht, op. cit. supra note 1. 

‘ Latty, op. cit. supra note 1. 

5 Tbid., at 48. 
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“fair and equitable” requirement. And even in these cases, lower courts of 
yesterday approved plans which by today’s standards would be viewed 
as unfair under the “substantial equivalence” rule whereby the senior is 
expected to pick up in new rights the substantial equivalent of what he 
gives up. 

But hopes that a similar evolution would take place in the recapitaliza- 
tion field have been somewhat dimmed by subsequent judicial develop- 
ments. It is true that one rarely finds flat judicial statements that fairness 
is irrelevant.’ Some courts have even invalidated recapitalization plans on 
grounds of unfairness.’ But one may also find pronouncements that a plan 
is fair where fairness in the reorganization sense is difficult to find,’ or ap- 
plication of a “fairness” standard which makes nothing short of fraud un- 
fair,’ or even discussions of the power of a corporation to alter the relative 


* But see Franzblau v. Capital Securities Co., 2 N.J. Super. 517, 64 A. 2d 644, 649 (1949). 


7 Wessel v. Guantanamo Sugar Co., 134 N.J. Eq. 271, 35 A. 2d 215 (1944), afi’d, 135 N.J. 
Eq. 506, 39 A. 2d 431 (1944). Despite preferred’s vote for the plan by a ratio of about 7 to 1, 
the court disapproved of the plan as being ‘‘wholly for the benefit of the common.” See dis- 
cussion in Ballantine, Corporations 658-60 (rev. ed., 1946). 

® Western Foundry Co. v. Wicker, 403 Ill. 260, 85 N.E. 2d 722 (1949). The court said that 
the plan was fair because (1) 97% of the preferred had voted for it, (2) there was no earned 
or paid-in surplus from which current dividends could be paid to preferred shareholders, 
(3) the common were giving up 50% of the par value of their common shares, (4) the allegedly 
aggrieved non-assenting preferred stockholder could not complain because he also owned 
common. None of these factors, of course, come even close to meeting the basic tests of fair- 
ness, viz., whether the seniors are getting the substantia] equivalent of what they are giving up. 
Of the four grounds above mentioned, the only one that has any weight is the high vote of the 
aggrieved class, about which more in a moment. There was no discussion of earning power, 
which in any careful analysis of fairness is the keystone. See observations upon this case by 
Walter, op. cit. supra note 1, at 479-82. 

* See Porges v. Vadsco Sales Corp., 27 Del. Ch. 127, 32 A. 2d 148 (1943). The proposed plan 
involved an elimination of all arrearage and a slicing of the preferred’s dividend to just over 
4 of what it was. In return the preferred were to get about half the common stock. Obviously 
the fairness of the plan depended upon the earning power of the corporation. But earnings 
over any significant period of years, either before or after the adoption of the plan, did not 
even equal the preferred’s old annual earnings priority. See data on Universal Laboratories, 
Inc., the new name of the corporation, in Moody, Manual] of Investments 1771 (1950) and 
2203 (1951). Nonetheless, the court approved the plan without so much as a discussion of 
earnings. It said that the unfairness which would prevent approval! of the plan “must be of 
such character and must be so clearly demonstrated as to impel the conclusion that it ema- 
nates from acts of bad faith, or a reckless indifference to the rights of others interested, rather 
than from an honest error of judgment.” Ibid., at 133 and 151. 

And see Barrett v. Denver Tramway Corp., 53 F. Supp. 198 (D. Del., 1943), aff’d, 146 F. 
2d 701 (C.A. 3d, 1944), for an extension of the Delaware “unfairness” rule to a plan which 
did not even give the preferred a share in the junior equity in return for their loss of arrearage. 
No analysis of earning power was necessary since the preferred got no new claim on earnings. 
The federal court, applying the Delaware test, found the plan not unfair because it was not 
fraudulent. It was not fraudulent because “management is made up of men of integrity, 
honesty, and well-deserved reputation in the community in which they live.” Ibid., at 201. 
This might be called the Solid Citizen Test of fairness. See also, Zobel v. American Locomotive 
Co., 44 N.Y.S. 2d 33 (Super. Ct., 1943). 
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rights of classes of shareholders without any mention of fairness at all.’® 
The height of disregard of fairness was probably achieved in the Louis- 
ville Railway recapitalization’ where the preferred’s dividend was re- 
duced from $5 to $4, about $100 of arrearages were wiped out and, in 
return for all this sacrifice, the preferred was given $2.50 in cash. One is 
startled to find a banker testifying in that case, as the court reports, that 
“the preferred shareholders will receive the equitable equivalent of what 
they previously had.’ To the writer, this appears to be a caricature 
of the substantial equivalence doctrine as we know it in reorganizations. 

Since, then, many state courts presently make unfair recapitalizations 
possible, the question arises whether legislation offers promise of remedial 
action. However, it may be argued that there is no need for legislative con- 
cern; that senior shareholders whose rights and values are scaled down- 
ward have the best possible remedy in their own hands: they can vote 
against the plan. If they vote for plans unfair to them, that is their own 
folly. True, if the vote was obtained by fraudulent misrepresentation, a 
court should and will interfere; hence, there is good reason for the Dela- 
ware attitude that if there is no fraud, voting settles the matter. 

The foregoing, so-called liberal, view cannot be dismissed summarily. It 
avoids restraints, and leaves everybody free and treated equally, al- 
though, to paraphrase George Orwell, it may turn out that some are more 
equal than others. However, despite this appeal to strong American tradi- 
tion, one may point out that such liberalism is not the old traditional 
American way of corporate life. Early American tradition could better be 
phrased as follows: Thou shalt not amend the corporate contract, directly 
or by merger or otherwise, so as to alter the relative rights of the share- 
holders without unanimous consent. Traditional restraints on corpora- 
tions, of course, went far beyond the narrow field of corporate contract al- 
teration; they included restraints on corporate size, range of corporate ac- 


1 Sherman v. Pepin Co., 230 Minn. 87, 41 N.W. 2d 571 (1950). Cf., Janes v. 
Washburn Co., 326 Mass. 356, 94 N.E. 2d 479 (1950), where the court struck down a direct 
charter amendment plan for lack of power under the pertinent statutes without discussion of 
fairness. Query whether this still leaves open the merger device, even the phony merger with a 
subsidiary, corporation. No case had yet held that this device is invalid, even in those juris- 
dictions where the direct charter amendment method is unavailable, although one lower 
court decision intimated that the phony merger will not work. Anderson v. Cleveland-Cliffs 
Iron Co., 54 Ohio L. Abs. 65, 87 N.E. 2d 384 (C.P., 1948). Other recent Ohio cases have dis- 
cussed power, not fairness, and make the existence of pow er turn on some “‘nice’’ distinctions. 
Wheatley v. A. I. Root Co., 147 Ohio St. 127, 60 NE. 2 2d 187 (1946); Schaffner v. Standard 
Boiler & Plate Iron Gor, 150 Ohio St. 454, 83 N.E. 2d 192 (1948). See discussion by Lattin, 
op. cit. supra note 1. 

1 Donohue v. Heuser, 239 S.W. 2d 238 (Ky., 1951). 

10 Thid., at 246. 
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tivities, range of geographical operations, indebtedness power of manage- 
ment, power of majorities to sell out or make other fundamental changes, 
unusual voting features, to mention but a few.” 

The weight of the liberal argument will vary with the kind of legislative 
proposal. If the suggestion is merely to remove some existing legal re- 
straint on the power of directors to pay dividends out of current net prof- 
its despite an existing deficit, one of the pressures on the preferred to vote 
for even an unfair plan will be largely eliminated, for the directors cannot 
then tell the shareholders that a change in the corporate contract is neces- 
sary to make dividends legally possible. At present, this restraint can be 
removed only by the common shareholders’ assent to a capital reduction, 
and common is “free” to refuse this assent. 

Even if the legislation requires that a plan be approved by a court as 
“fair and equitable,” thus including a more drastic interference with the 
freedom of shareholders to vote as they please and to have that vote be the 
final determinant, the realities of the sponsorship and presentation of re- 
capitalization plans may amply justify the interference. The pressures 
which enable sponsors to round up the required number of votes are suffi- 
ciently formidable to justify doubt as to whether the vote is really the 
best expression of free choices freely made. 


The Pressures 


First, even the sophisticated find it difficult to measure the relative 
gains and losses of a senior class in a recapitalization. That is true of even 
the simplest plan, a “one stock recapitalization,” where all shareholders 
take only shares of a single class of new common. But the sponsors can 
make their plan highly complex, with many classes of stock and almost un- 
weighable features. At this point the liberal view may interject: it is not 
the function of law to protect a man from his own ignorance, folly or lack 
of expertise. Actually, the law does just that in scores of instances, for ex- 
ample, the sales doctrine of implied warranty. Arguably, it is the house- 
wife’s own folly in not asking for an express guarantee when she bought 
that defective pressure cooker, or her own ignorance in not knowing what 
defects to look for, or, in failing to secure the services of an expert to ex- 
amine the article. The shareholder voting on a recapitalization plan is not 
unlike the housewife. Indeed, in reorganization law, both judicial doctrine 
and the statutes reflect the security holder’s need for greater protection 


™ See Mr. Justice Brandeis’ dissenting opinion in Louis K. Liggett Co. v. Lee, 288 U.S. 
$17, 541 et seq. (1933). 
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than that given by his right to vote.” Certainly there is no strength in the 
contention that reorganizations differ because they involve “creditors”; a 
preferred shareholder with dividend and liquidation priorities is as much 
a senior over common as is a creditor. Moreover, reorganization law itself 
requires that standards of fairness be applied not only between creditors 
and shareholders but also between senior and junior shareholders. 

The difficulty of pin-pointing the inequity in a recapitalization plan 
may account for the impressive majority votes that sponsors manage to 
muster. One recalls that the reorganization plan of the Los Angeles Lum- 
ber Products Company, which eventually led to the famous Supreme 
Court landmark decision, was pronounced unfair to the bondholders not 
only by the Supreme Court but by every writer who has ever commented 
upon it. Nevertheless it was approved by over 92% of the bonds.”* 

The American Bar Association’s proposed revised (1950) Model 
Business Corporation Act contains no provision for judicial review of re- 
capitalization plans. It is my understanding that the drafting commit- . 
tee did not believe that the average trial judge had sufficient understand- 
ing of recapitalization plans to justify that kind of power. If this is true it 
is rather strange to expect more of the average stockholder. 

Second, the information submitted to shareholders, while perhaps not 
so inadequate as to amount to fraud, may yet be sufficiently inadequate 
to justify one in questioning whether the favorable vote is meaningful. 
Mr. Justice Stone’s classic opinion in the American Tobacco stock pur- 
chase plan case" is a strong reminder that when stockholders are not given 
all the facts necessary to make an intelligent choice, their vote cannot be 
considered the final determinant. The importance attached to earnings 
analyses in reorganization law suggests that without such information it 
is impossible to calculate how much is lost or gained by seniors’ altera- 
tions. But a truly informative earnings analysis is hardly ever set forth in 
the literature soliciting approval of a plan of recapitalization. Even in 
solicitations that fall within the SEC Proxy Regulations, the shareholder 
typically gets no earnings analysis other than what he can make out from 
the required comparative profit and loss statement. 

Third, even if the shareholder is dimly aware that he cannot determine 
the fairness of the plan from the information supplied him, still he does not 


” Frank, Some Realistic Reflections on Some Aspects of Corporate Reorganization, 19 Va. 
L. Rev. 541, 569 (1933). 

‘8 Case v. Los Angeles Lumber Products Co., 308 U.S. 106, 111 (1939). 

\4 Rogers v. Guaranty Trust Co., 288 U.S. 123, 133 et seq. (1933). Although Stone’s opinion 


was a dissent, it was the only opinion expressed on the merits, the majority opinion turning on a 
procedural point. 
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quite know what it is that he does not know. The political voter is under 
somewhat the same handicap but there is no help for that, short of hor- 
rible alternatives. Moreover, the political voter has the benefits of all the 
“enlightenment” with which challengers eagerly supply him in their zeal 
to unseat the rascally incumbents. There is no real counterpart to political 
elections in the corporate democracy, short of sporadic proxy fights. 

Fourth, the stockholder receiving a proposal from management can 
hardly be expected to take a wary attitude. If the law affords protection 
to the housewife purchaser even in the traditionally arm’s-length sales 
transaction, it would seem well within reason to consider legislative pro- 
posals for comparable assurance to the much less suspicious stockholder 
who looks to his own management for guidance. Those with misgivings 
about paternalism must realize that the stockholder already finds himself 
in a paternalistic institution where mere solicitation by those “who know 
best” is a strong pressure, The simple statement that “your Board of Di- 
rectors has formulated a plan which it believes to be fair and financially 
sound’’® goes far to allay the stockholder’s qualms. 

Fifth, recapitalization plans may deliberately use the corporation’s defi- 
cit to induce seniors to make sacrifices for the benefit of juniors. The solici- 
tation literature tells the seniors that if the plan is approved, the way will 
be open to pay them dividends immediately but that if the plan is not 
adopted the existing deficit will prevent distribution. What the stockhold- 
ers are not told is that a capital reduction paving the way for dividend pay- 
ments could be effectuated without substantial alteration of rights. True, 
the common would have to vote for it, but it is by no means clear that 
common would not vote for it, since continued failure to pay dividends on 
the cumulative preferred would only increase the arrearage ahead of the 
common. 

Sixth, if no deficit exists on which to base pressure, a deficit can perhaps 
be produced by a change in accountancy methods. When Crucible Steel 
Company of America submitted its arrearage elimination plan in 1940, the 
solicitation literature emphasized that the plan would eliminate a deficit 
of some $29,000,000. However, this deficit had been achieved by plant 
write-downs and adjustments in depreciation reserves which reduced bal- 
ance sheet valuations from $59,000,000 to $19,000,000; thereby a previ- 
ously shown earned surplus of some $8,000,000 on the December 31, 1939 
balance sheet was turned into a deficit of some $32,000,000 in the January 

% Letter from the Chairman of “Your Board of Directors’’ to the stockholders of Crucible 


Steel Company of America (Aug. 5, 1940), p. 6. The solicitation was for an arrearage-eliminat- 
ing merger with a subsidiary. 








ri- 
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1, 1940 balance sheet. (1940 earnings reduced the deficit to some 
$29,000,000.) Now, it may have been good accountancy to revalue these 
assets but one cannot fail to note the coincidence of the newly created 
deficit with the promulgation of a plan of arrearage elimination."’ 

Seventh, if the merger technique is used, solicitation literature will fre- 
quently state that the merger will increase operating efficiency and effect 
various economies.'* Management’s statements on such a business matter 
naturally carry great weight with the shareholders. 

Eighth, the solicitation will nearly always declare that present arrear- 
ages impair credit and impede financing. Such a statement is a fractional 
truth, if any,’ yet one with sufficient plausibility to elicit the stockholders’ 
assent. The only financing which arrearages seriously impede is the issu- 
ance of junior shares or, perhaps, of senior securities convertible into 
equity shares. It is significant that recapitalizations eliminating arrearages 
have not been followed by any such financing. 

One may strongly doubt, then, that here is a situation where the vote 
of a majority must be accepted as the final expression of whether some- 
thing is best or even desirable. 


Legislative Possibilities 

Reflection of legislative possibilities suggests a fairly wide range of po- 
tential remedies, particularly if administrative action is included. 

1. Perhaps the most obvious suggestion is to take the cue from the field 4 
of corporate reorganization and require that, either before or after putting 
the plan to stockholders’ vote, the corporation shall petition the court for 
a determination that the plan is “fair and equitable.”** An objection may 

 Tbid., at 1, 16-17. 

‘7 Similarly, in the Denver Tramway case, the court reports that the corporation’s balance 
sheet “reflects a surplus of $1,155,151.18; a note attached, however, indicates a deficit of ap- 
proximately $4,000,000.” Barrett v. Denver Tramway Corp., 53 F. Supp. 198, 199 (D. Del., 
1943). 

18 Proxy Statement of Jones & Laughlin Steel Corporation (July 22, 1941) p. 1 (sent to 
stockholders in connection with solicitation of proxies to vote for the company’s 1941 merger 
with subsidiaries). 

19 “The arrangement is not in the interest of the company, as the accrued dividends are not 
a debt of the company and do not affect its financial position and solvency.’’ Boyer, J., in 
Re St. Lawrence Corp. and Mayr, [1948] 2 D.L.R. 107, 108 (Quebec Super. Ct.). 

* Cf. Bankruptcy Act § 174, 30 Stat. 544 (1898), as amended, 11 U.S.C.A. § 574 (1946). 
The Public Utility Holding Company Act of 1935 also provides, with respect to plans making 

corporate changes to comply with § 11 (b) of that Act, for submission to the court for ap- 
proval if “fair and equitable.’’ 49 Stat. 820 (1935), as amended, 15 U.S.C.A. § 79k (e) (1951). 


For a compafable requirement of “just and reasonable,’ see Railroad Modification Act, 62 
Stat. 163 (1887), as amended, 49 U.S.C.A. § 20(b) (1951). 
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be made that (1) this would throw a heavy burden on courts, since no dis- 
senter may care to question the plan; and (2) perhaps state judges are 
not qualified to exercise this power.” However, the burden cast on courts 
may be justified by the seriousness of present deficiencies in the law. As 
for judicial ineptitude, if this means that bad plans would get judicial ap- 
proval, the situation could hardly be worse than at present. If, on the 
other hand, fair plans which should be approved encounter judicial veto, 
the result would be maintenance of the status quo—and no one as yet has 
demonstrated the need, ordinarily, for arrearage elimination even in fair 
plans.” In the rare case where a real need can be shown, judicial veto is 
unlikely if the plan bears any semblance of decency. 

In any event, direct legislative precedent is not lacking. Section 221 of 
the Dominion Companies Act of Canada, 1934, provides that when a 
“compromise or arrangement (recapitalization) is proposed . . . affecting 
the rights of . . . shareholders,” the designated judge may, on applica- 
tion of the company or of a shareholder, order a meeting; if the sharehold- 
ers by a three-fourth vote of each class vote for the proposal, “such com- 
promise or arrangement may be sanctioned by the said judge.””** While the 
words “fair and equitable” are not used, we note that a Canadian com- 
pany’s letter to stockholders in connection with a recently proposed plan 
declared: “One of the essential elements of any such plan is that it pro- 
vides fair and equitable treatment for each class of shareholders involved, 
having regard to their position and rights in the enterprise.’”™ The very 
existence of such judicial supervision seems to have a marked effect on the 
plans proposed by Canadian companies; exercise of the supervisory power 
improves them still more. A few years ago, St. Lawrence Paper Mills Com- 
pany Limited had outstanding about $12,500,000 of 6% preferred, par 
$100 per share, with arrearages of about $60 per share; a ‘compromise or 
arrangement” was proposed which, without cutting down the preferred’s 
dividend rate or even changing other relative rights except arrearages, 


* Becht, Alteration of Accrued Dividends: II, 49 Mich. L. Rev. 565, 588 (1951). 


% See remarks supra p. 765; Dodd, Recapitalization Plans Involving Funding of Accrued 
Dividends, Am. Bar Ass’n, Proceedings of the Section of Corporation, Banking and Mercan- 
tile Law 26, 39 (1945). 

%3 For a good rebuttal of the alleged need for arrearage elimination in a specific case, see 
Maine Centra] Railroad Company Securities Modification, 275 I.C.C. 261 (1950), under the 
Railroad Modification Law, § 20(b) of the Interstate Commerce Act, 62 Stat. 163 (1887), 
as amended, 49 U.S.C.A. § 20(b) (1951). 


™ Statutes of Canada, Parts I-II, 24 & 25 Geo. V, c. 33, at §§ 122(1) and (2) (1934). 
( i ) 


*% Letter from St. Lawrence Paper Mills Co., Ltd. (Dec. 1, 1947) to stockholders in con- 
nection with solicitation of proxies for a vote on a recapitalization. 
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gave each preferred holder, in satisfaction of the arrearages, a share of 
newly-created second preferred, with voting rights, entitled to cumulative 
dividends of $2.00 per year ahead of the common and to a liquidation 
priority of $65 a share.” Fair as that plan was in comparison with Ameri- 
can recapitalizations, the court found it unfair to the preferred and made 
“for the sole benefit of the common stockholders.’’?” A new plan was pro- 
posed which raised the new preferred’s dividend rate to $2.40 and included 
a stiff sinking fund requirement calculated to retire the second preferred 
rather early if earnings went well. I understand that the second plan 
was sanctioned by the court. 

In England, recapitalizations are likewise subject to judicial supervi- 

sion.”8 

2. A variant of the above judicial supervision would require that a plan 

of recapitalization, when challenged by a stockholder, pass the test of 
“fairness,” rather than the fraud test or some variant of the Delaware 
Solid Citizen Test.2* Here, the path has been blazed by the Nebraska 
legislature which, in 1951, amended its corporation laws so as to give 
corporations the power to make changes in outstanding shares but at the 
same time provided a safeguard against abuses: 
In case of any proposed amendments of the articles of any corporation, changing the 
existing priority rights, or provisions of any class of preferred shares outstanding, 
any shareholders adversely affected, aside from all rights as provided in this act, may 
apply to any court of competent jurisdiction to restrain and enjoin the corporation 
from any such amendments on the grounds of fraud or unfairness. On the filing of such 
application the court shall, upon notice to all the stockholders, hold a hearing upon the 
issues of the alleged fraud or unfairness of the proposed amendment at which all 
shareholders shall have the right to appear and produce evidence upon the issue. 
After such hearing the court shall enjoin any of the proposed amendments if the propo- 
nents of the amendment fail to show that, to a reasonable probability, they are fair, 
just, and equitable to all shareholders affected thereby.” 

A noteworthy feature of this legislation is that it places on the propo- 
nents of the plan the burden of showing that the changes are fair, just and 
equitable. If this burden had been left on the complaining stockholder, the 
result would probably be no improvement over the Delaware tests. 


* The above facts and data are taken from the company’s “Proposal of Compromise or 
Arrangement”’ (Nov. 12, 1947). 

*7 Re St. Lawrence Corp. and Mayr, [1948] 2 D.L.R. 107 (Quebec Super. Ct.). The court 
also disapproved the plan on the further ground of inadequate information given to the stock- 
holders; from that angle, too, the case merits comparison with American decisions. 

%* The Companies Act, 11 & 12 Geo. VI, c. Ss $§ 206, 72 (1948). These sections continue 
the similar provisions in The Companies Act, 1 & 20 Geo, V, c. 23, §§ 153, 61 (1929). 

8° Op. cit. supra note 9. 

* Neb. L. (1951) c. 42, § 5; 3 P-H Corp. Serv. Neb. 24-A (1951). 


~~ 
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A possible flaw in the Nebraska legislation is its failure to make a simi- 
lar provision for the merger cases. Perhaps the draftsmen found it awk- 
ward to draft a provision that would distinguish between a legitimate 
merger and one used merely to alter seniors’ rights. Possibly they hoped 
that an alert court, impressed by the legislative policy behind this stat- 
ute, would not be lured into a Havender decision.*® A possible solution 
would be to provide that a stockholder whose relative rights were altered 
by a parent-subsidiary merger should have the same remedies he would 
have had were the changes made by direct charter amendment. 

This type of judicial scrutiny is less open to the charge of burdening the 
courts than the first type described above, unless doing a better job of 
weighing the respective give-and-take under the plan is a burden too 
heavy for judicial shoulders. The Nebraska legislature apparently felt 
otherwise, and properly I would say. 

3. Legislation might forbid any change in the preferences of senior 
shares without unanimous consent, either of the whole class or of those of 
the class actually voting. A Massachusetts statute provides, with respect 
to charter amendments changing shares from par to no par, “the prefer- 
ences, voting powers, restrictions and qualifications of the outstanding 
shares so changed or exchanged, shall not be otherwise impaired or di- 
minished without the consent of the holders thereof.”** The theory of this 
statute might be extended beyond its limited scope. However, such 
rigidity appears undesirable. It is preferable that greater power be granted 
if that power is coupled with appropriate safeguards. 

* 4. Veto power over unfair recapitalizations might be given to state blue 
sky commissions by defining, in the state’s blue sky statute, a sale to in- 
clude “any change in the rights, preferences, privileges or restrictions on 
outstanding securities,” as is done in the California statute." Under most 
blue sky laws, as well as under the Federal Securities Act of 1933, a change 
in existing shares effected by fundamental corporate changes or by an ex- 
change of new shares for existing shares is either deemed not a “‘sale” or is 
specifically exempt. The theory is that high pressure salesmanship and ~ 
promotional activity are absent.** However, the California legislative at- 
titude is much more realistic. Once a substantial change in existing securi- 


* Federal United Corp. v. Havender, 24 Del. Ch. 318, 11 A. 2d 331 (Del. S. Ct., 1940). 

1 5 Mass. Ann. Laws (1948) c. 156, § 41. 

® Calif. Corp. C.A. (Deering, Supp., 1951) § 25009(a). Dahlquist, Regulation and Civil 
Liability Under the California Corporation Securities Act: II, 34 Calif. L. Rev. 344, 350-62 
(1946). 


* Dahlquist, ibid, at 350. 
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ties is legislatively treated like a non-exempt sale, the blue sky commis- 
sioners in many states have power to withhold permission to make the 
sale if they find that it would not meet the statutory standards, such as 
“fair, just and equitable” (California), not “fraudulent” nor ‘contrary to 

‘good business practices” (North Carolina), not “grossly unfair” nor such 
as “would tend to defraud or deceive” (Ohio), etc. The language of many 
of the statutes could be improved, in the general direction of the Califor- 
nia terminology. However, prospects for solution through blue sky laws 
are not too bright. Many states have no blue sky law of the regulatory 
type and would be unlikely to change for the sake of senior shareholders; 
and in many states that do have an apparently effective law, the adminis- 
tration does not attain the high standard of, say, the California commis- 
sion. 

5. The statutes relating to dividends might be amended to permit cor- 
porations to pay dividends on preferred shares out of profits of the current 
or preceding fiscal period despite lack of surplus.** I am not impressed 
with the argument that granting the directors this power is dangerous; 
first, it virtually exists anyhow, since management has no difficulty in 
getting common to vote for a capital reduction when the reduction serves 
the latter’s interests; second, some states, such as California® and Dela- 
ware, now permit dividends out of current profits despite a deficit, and 
it does not appear that this has led to even such abuses as are theoretically 
possible in other states by deficit-eliminating capital reductions; third, if 
management’s power is to be checked, the assent of the preferred (but not 
that of the juniors) might be made a condition of dividend distributions; 
fourth, if there is really a sincere desire to protect creditors and others who 
might be injured by such distribution, this proposal offers far more pro- 
tection than the capital reduction statutes now provide. Protection could 
be afforded by prohibiting a distribution which would impair a pre- 
scribed “current ratio,’’ or overall ratio of assets to indebtedness.*’ 

Permission to pay dividends to seniors out of current earnings should be 
accompanied by a clear prohibition against charter clauses, which would 


% This suggestion is made by Dodd, op. cit. supra note 22, at 42. 


% Calif. Corp. C.A. aes oer §1500(b). This section, however, forbids dividends 
to juniors which would impair the liquidation preferences of seniors. 


* Del. Corp. Law § 34, Del. Rev. Code (1935) c. 65, § 2066. But dividends cannot be paid 
(even to seniors) if seniors’ “capital’’ is or would be impaired. 


*7 Such a prescribed ratio exists, for instance, in North Carolina, N.C. Gen. Stat. (1950) 
§ 55-116. The ratio there required, three-to-two, perhaps should be increased by the legis- 
lature to two-to-one, or better. 
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restrict the dividend fund, lest the purpose of the legislation be defeated.** 
The constitutionality of such legislation, even as to pre-existing char- 
ters, would seem reasonably clear, particularly under the “reserved pow- 
er’ clause in state statutes, not to speak of recent doctrinal developments 
in the field of “police power.” 

6. An awkward way to reach the same result is to amend the capital re- 
duction statutes so as to permit reduction by the vote of the preferred 
alone wherever the existence of a deficit prevents immediate payment of 
dividends out of current or prospective profits. Certainly there could be 
no objection from other classes if the capital reduced is that of the senior 
class itself. Indeed, one should go further and even permit, by senior’s 
vote alone, the reduction of junior capital. It is not self-evident that 
juniors must have the right to insist that impairment of capital be 
eliminated before dividends can be paid on the senior class. To permit 
the seniors to vote for a reduction of that mere book entry “‘capital’’ is, 
to the extent that a deficit is eliminated, merely to permit them to re- 
flect the truth, viz. that the junior’s equity has been thinned down. 

7. Another legislative possibility lies in compulsory shifting of voting 
power to the senior shareholders upon repeated failure to pay dividends. 
Statutory precedent can be found in the Investment Company Act of 
1940, which, as to certain investment companies, makes it unlawful to is- 
sue preferred shares unless provision is made to entitle the preferred share- 
holders to elect at least two directors in any event and to elect a majority 
whenever two full years’ dividends on the preferred are unpaid.** Judicial 
decisions recognizing the state’s power, under the “‘reserved power,” to 
change previously established voting arrangements indicate that such a 
statute would survive attacks on constitutional grounds.” 

The main argument against this solution is that such a statute would be 
largely futile. Short of a proxy fight, the statute would not bring about a 
new directorate imbued with a strong desire to protect seniors, particular- 
ly in corporations with numerous stockholders where the proxy machinery 
works at its smoothest. In the Denver Tramway case, pursuant to a charter 


%8 Cf. Barrett v. Denver Tramway Corp., 53 F. Supp. 198 (D. Del., 1943), aff’d, 146 F. 2d 
701 (C.A. 3d, 1944). 


* Investment Company Act of 1940, § 18(a)(2)(C), 54 Stat. 817 (1940), 15 U.S.C.A. 
§ 80a-18(a)(2)(C)(1951). 


“ Looker v. Maynard, 179 U.S. 46 (1900) (later statute conferred cumulative voting rights 
on stockholders in a pre-existing corporation previously not entitled to vote cumulatively). The 
State’s constitutional powers to amend the corporate contract by imposing an amendment 
having a rational! basis is perhaps even clearer than when the state has granted the amending 
power to the majority stockholders. See Note, 54 Harv. L. Rev. 1368-69 (1941). 
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clause, voting power had passed to the preferred by virtue of unpaid divi- 
dend accumulations,“ but that did not prevent managerial sponsorship of 
a highly questionable plan.® 

8. Combining several of the above proposals, one might go further and 
provide that when preferred stock dividends have been in arrears for a 
fairly long term of years, a relatively small percentage of the preferred 
shareholders may petition the court for a recapitalization. The court 
would have power to require the corporation to act pursuant to a judicial- 
ly approved plan that would fairly reflect the investment position in the 
enterprise of the various classes of shares and distribute voting power in 
accordance with that position. This would eliminate the absurdity of a 
hopelessly ‘“‘under water’ class of common still dominating the enterprise. 

Although this idea is not without legislative analogy,** I would not 
care to see the seniors swoop down and wipe out the juniors in a period of 
depression. However, one wonders whether even that would be worse than 
the present situation. Moreover, the statute could contain safety-valve 
provisions empowering a court to delay action on a prematurely presented 
petition. A further safeguard for the common might be to give the pre- 
ferred this right of judicial petition only when the corporation proposes a 
plan that would alter the rights of seniors. 

9. Another possibility is a statutory requirement that before the share- 
holders vote on a recapitalization plan, there be sent to shareholders an 
advisory report by an administrative agency analyzing the plan and com- 
menting upon its fairness. This would be comparable to the advisory re- 
port of the Securities and Exchange Commission now provided for under 
the Investment Company Act of 1940 when registered companies seek to 
recapitalize.“* Even if the commissioners would frequently lack the com- 
petence of the SEC, it is perhaps not too naive to expect some competence. 
However, the scheme is weak not so much because a poor unfavorable re- 
port will kill a meritorious plan as because a poor favorable report might 

“ Barrett v. Denver Tramway Corp., 146 F. 2d 701, 703 (C.A. 3d, 1944). 

* Professor Dodd has characterized the interplay of the legal doctrines which permit the 
consummation of plans like the one in that case as “a reproach to any system of law that pro- 
fesses to be a civilized system.” Dodd, op. cit. supra note 22, at 39. 

8 Public Utility Holding Company Act of 1935, § 11(b)(2), 49 Stat. 821 (1935), 15 U.S.C.A. 
§ 79k (b)(2)(1951). A registered utility can be compelled by court order (or can itself take the 
initiative) to take such steps as the Securities and Exchange Commission finds necessary to 


ensure that the corporate structure does not “unfairly and inequitably distribute voting power 
among security holders.” 

“4 Investment Company Act of 1940, § 25(b), 54 Stat. 826 (1940), 15 U.S.C.A. § 80a- 
25(b) (1951). The SEC also submits an advisory report in certain circumstances in reorganiza- 


tions under Chapter X of the Bankruptcy Act, 30 Stat. 544 (1898), as amended, 11 U.S.C.A. 
§ 572 (1946). 
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make it virtually impossible to have a challenged plan struck down by the 
courts. 

10. As an alternative method for informing shareholders as to the pro- 
posed plan, a statute might provide: (a) before solicitation there shall be 
sent to each stockholder a copy of the proposed plan coupled with a notice 
of a hearing to be held on the necessity and fairness of the plan; (b) full 
opportunity shall be given at the hearing to voice objections to the plan 
or to propose other plans; (c) no later than a designated number of days 
before voting, and before or contemporaneously with the solicitation of 
proxies, the corporation shall send to the shareholders the written objec- 
tions made by any stockholder who within, say, ten days from the conclu- 
sion of the hearing delivers his written objections to the corporation; 
(d) the expense of printing and mailing shall be borne by the corporation; 
(e) a copy of this statutory provision be enclosed with the notice of hearing 
on the plan. To guard against harassment, the statute could limit the 
word-length of the objection to be mailed and restrict the right of de- 
mand to those who have been stockholders for a prescribed period of time. 
Conceivably, hearings could be dispensed with and the corporation re- 
quired to distribute the written objections of the shareholders. 

Except that the corporation bear the expense of printing and mailing, 
the foregoing scheme is comparable to the SEC’s proxy regulations re- 
quiring management to mail out (or to give the shareholder the informa- 
tion that would enable the shareholder to mail out) proxy statements con- 
taining shareholders’ communications and requiring management to set 
forth the reasons advanced by a shareholder in support of a shareholder’s 
proposal that is opposed by management.“ 

11. State legislation could take the guise of a proxy regulation designed 
to give the shareholder adequate information about the transaction that he 
is to be asked to vote on. The underlying philosophy would be like that of 
the SEC proxy regulations. The statute could provide that in solicitation 
of proxies by management with respect to voting on a plan involving 
modification of the rights of any outstanding senior shares, the solicitation 
literature be required to give detailed information on the need for the 
modification, the precise extent of the sacrifice which senior shares would 
be called upon to make, and the reason why various clearly specified al- 
ternative methods could not be utilized.“ 

“SEC Rules X-14A-7 and X-14A-8, 17 Code Fed. Regs. §§ 240.14a-7, 240.14a-8 (1949). 

“ The information provided would include the following: 

1) If the stated need for recapitalization is the facilitation of corporate financing, 


a) the plans for reasonably immediate financing entertained by managément, and 
b) how the present capitalization impedes such financing. 
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12. As an alternative the SEC might modify its present rules to require 
a proxy statement giving specific information, the requirements for which 
would be set out with particularization in the rules. The present SEC 
rules relating to solicitation of proxies for recapitalization are inade- 
quate. They contain very general directions, such as “describe any ma- 
terial differences between the outstanding securities and the new or modi- 
fied securities” ;*” and “state the reasons for the proposed modification,’’** 
and “[ojutline briefly the material features of the plan.”** What is needed 
is a set of proxy rules drafted with a sharp eye on the pressure points for 
getting votes for sacrificial plans. Of course, SEC regulations would only 
affect recapitalizations involving securities listed on the registered national 
stock exchanges. Even that would be a help; and, conceivably, success 
there might set the pattern for state legislation. 

13. A minimal statutory improvement would be to require vote by 
classes of shareholders on any modification of outstanding securities, ir- 
respective of whether the class is otherwise non-voting. At the present 
time, statutes generally do not require vote by classes on mergers, despite 
the fact that merger with subsidiaries is a favorite way of altering share- 


2) If the stated need for recapitalization is the elimination of deficits to pave the way for 
vidends, 


payment of di 

a) whether, in the opinion of counsel, it would be legally possible to pay dividends without 
a modification of rights by reducing the par or stated value of the outstanding shares, or any 
class thereof, by the amount of the deficit, and 

b) if counsel’s opinion is in the affirmative, give the reasons why management has made 
no efforts, or expects to make no efforts, to effect such a capital reduction. 

3) The net income available for dividends over the preceding six and twelve month periods. 

4) On the basis of (independently?) prepared studies, the range of reasonably anticipated 
future net income and, assuming all such income is to be distributed as dividends, the amount 
which would be received by the holder of a share of each class of stock under both present and 
proposed capitalizations. 

5) The amount of annual future net income which would, in the opinion of the Board of 
Directors, justify the relative claims upon earnings which existing classes of stock would 
have under the new plan as against what they had under the old, including, of course, an ex- 
planation of the result and a statement of whether, in the opinion of the Board of Directors, 
this amount of income can reasonably be expected. 

6) Full statements of appraisal rights including a statement of whether management in- 
tends to take the position, in the event of demand for appraisal, that the value is less than the 
liquidation priority, and if so why. 

47SEC Regulation X-14, Schedule 14A, item 13(b), 17 Code Fed. Regs. 235, item 13(b) 
(1949). 


“SEC Regulation X-14, Schedule 14A, item 13(c), 17 Code Fed. Regs. 235, item 13(c) 
(1949). 


“SEC Regulation X-14, Schedule 14A, item 14(a), 17 Code Fed. Regs. 236, item 14(a) 
(1949). 
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holders’ rights. In some states, either there is no vote by classes on a char- 
ter amendment®™ or the vote on even fundamental changes is given only to 
voting shares." I hasten to emphasize that this suggested improvement is 
indeed minimal in the light of previous comments in this paper, and, with- 
out more would be quite futile. 

14. Finally, there is a statutory possibility which I mention last be- 
cause, although it may appear at first glance to be an easy and just solu- 
tion, its real value is quite doubtful. The suggestion is: give the dissenter 
the right of appraisal and buy him out. That right is now given by the 
merger statutes in almost every state; let it be extended to any fundamen- 
tal change that alters shareholders’ rights, whether by charter amendment 
or by the merger device. As a cumulative remedy, well and good; but as a 
basic solution, buying-out is not satisfactory. First, it is no help to non- 
objectors who cast their affirmative vote under the pressures heretofore 
discussed ; second, it is reminiscent of the impatient answer often made to 
social critics: “if you don’t like it here, go somewhere else’’; third, as the 
appraisal right works out, it is doubtful that the senior’s investment posi- 
tion is truly reflected in the appraisal price. This is illustrated by the dis- 
senters in the York Ice Machinery Corporation’s arrearage elimination 
merger. They were unsuccessful in enjoining a recapitalization which, by 
changing existing preferred and common into a single class of common, 
recognized the common as a 17 per cent owner of the enterprise.” The 
plan, therefore, viewed the enterprise as having value in excess of the pri- 
orities of the $100-par preferred with its arrearages of $88.28 per share; 
it was not a case where a class of preferred has a low “investment value” 
because of a low dividend rate. When the dissenting preferred shareholders 
exercised their appraisal rights, they were paid off at $90 per share. Ap- 
parently the corporation was able to convince two of the appraisers*‘ 
that the values in the enterprise came nowhere near the preferred’s 
priority of par plus arrearages. When the appraisal was challenged in 
court, the Chancellor conceded that “‘it is, therefore evident that the 
corporation did claim in the injunction suit that the common stock of 

& E.g., N.C. Gen. Stat. (1950) § 55-31. 


! E.g., N.C. Gen. Stat. (1950) § 55-61 dealing with the creation of a new class of shares 
with priorities over existing senior shares. 


® Hottenstein v. York Ice Machinery Corp., 136 F. 2d 944 (C.A. 3d, 1943). 


5* Root v, York Corp., 22 Del. Ch. 351, 50 A. 2d 52 (1946); see also Hottenstein v. York 
Ice Machinery Corp., 146 F. 2d 835 (C.A. 3d, 1944). 


* The third appraiser (the one appointed by the dissenter, presumably) valued the dis- 
senter’s shares at $197.50 but the valuation of the other two appraisers prevailed. Root v. 
York Corp. 22 Del. Ch. 351, 50 A. 2d 52 (1946). 
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York Ice Machinery Corporation had some equity, while before the ap- 
praisers it claimed that the value of the preferred stock was worth less 
than par and the accumulated dividends thereon.’ But, continued the 
Chancellor, “estoppel based on a species of fraud is not applicable.’ If 
this is a sample of what the dissenter is up against, the appraisal remedy 
offers little promise in seeking an answer to unfair recapitalizations. It 
may be significant that the recent Nebraska legislation concerning charter 
amendments gives the right to challenge the modification plan for fair- 
ness as well as the right to appraisal. 


Summary 


Some of the enumerated legislative possibilities would not go far toward 
coping with the peculiar problems of recapitalization plans altering the 
relative rights of senior shares. However, even those palliatives would be 
an improvement. Some of the other proposals are perhaps too labored and 
unwieldy when weighed against the maladjustments that need correction 
in this area of corporation law. After all, no disaster will befall the cor- 
porate economy even if the “recapitalization racket” (to use Professor 
Dodd’s term®™) continues to function as before. Of the remaining possibili- 
ties, there is no perfect remedy—no easy, sure, painless inexpensive cure, 
free of any danger of overdose. My own inclination would be to combine, 
experimentally, several of the above enumerated proposals: give the 
shareholder who deems himself aggrieved the right to challenge the capi- 
talization in court for lack of fairness (as in the recent Nebraska legislation 
but with the merger loophole closed) ; give him also the right of appraisal 
(again, as in Nebraska); permit a corporation to pay dividends on senior 
shares from earnings of an appropriately circumscribed current or preced- 
ing fiscal period despite a deficit; and, I am tempted to add, upon two 
years of arrearages give the seniors power to elect a majority of the direc- 
tors; finally let the Securities and Exchange Commission re-examine its 
proxy rules to see whether it would not be possible to devise detailed rules 
better attuned to the facts of life in recapitalization solicitations. 


® Tbid., at 58. % Thid. 


57 Neb. L. (1951) c. 42, § 5; 3 P-H Corp. Ser. Neb. 24-A (1951). 
5* Op. cit. supra note 22. 





THE SACRED COW OF CORPORATE EXISTENCE 


PROBLEMS OF DEADLOCK AND 
DISSOLUTION 


Carwos L. Israrts* 


exists only on paper through the command of the legislature that 

its mental conception shall be clothed with power”—thus, a fa- 

mous Judge of the New York Court of Appeals in 1912.' Among the pow- 
ers with which the corporation is thus clothed is the power to survive the 
death of its owners or any one or more of them. Indeed, under most stat- 
utes corporate existence is permitted to be perpetual and the vast majori- 
ty of certificates filed under those statutes so provide. By the same token 
destruction of the legislative creature is not easy. Historically the courts 
have been reluctant to destroy it except under conditions expressly spelled 
out by the legislature as warranting such action; and even under such con- 
ditions the courts are wont to speak of dissolution as a “drastic” remedy 
and to seek almost any other available alternative before resorting to it. 
It is the writer’s view that this sacred cow has all too often been an ef- 

// fective road block in cases where the over-all best interests of the owners 
of the enterprise call for its dissolution or liquidation. Such situations most 
commonly arise in what we have come to call “close corporations.” By 
that term, we do not necessarily imply that the enterprise is a small one 
—or that the number of its shareholders is relatively few, although the 
latter, at least, is usually the case. What we do mean, is a corporation 
where management and ownership are substantially identical to the ex- 
tent that the independent judgment of directors is, in fact, a fiction. We 
mean the corporate entity typically organized by an individual, or a group 
of individuals, seeking the recognized advantages of incorporation, limited 
liability, perpetual existence and easy transferability of interests—but re- 
garding themselves basically as partners and seeking veto powers as 


; CORPORATION . .. is a mere conception of the legislative mind. It 


* Member of the New York Bar. 
1 Vann, J. in People v. Knapp, 201 N.Y. 373, 381, 99 N.E. 841, 844 (1912). 


- *The Validity of Stockholders’ Voting Agreements in Illinois, 3 Univ. Chi. L. Rev. 640, 
647 (1936). A similar definition was adopted by the New York State Law Revision Com- 
mission, N.Y. Leg. Doc. No. 65 K (1948) pp. 389 et seq. 
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among themselves much more akin to the partnership relation than to the 
statutory scheme of representative corporate government.’ 

The first result of the search for veto powers is to circumscribe easy 
transferability of interests. A partnership status is not assignable but, 
theoretically, the shareholder in a close corporation can sell his shares, sub- 
ject, of course, to the impediment that the realization of anything like fair 
value for them is often stultified by lack of any real market. The members 
of a partnership have complete personal veto power over the admission of 
a new partner. The participants in close corporations seek the same result 
through cross option agreements on their shareholdings. The analogy is not 
complete because the rule against unreasonable restraints on alienation 
limits them to the cross option device and thus denies the full and com- 
plete veto which the participants each would like to wield.‘ 

The individuals seek job security for long and even indefinite periods. 
They agree to vote annually for each other's election as directors, and con- 
tract in advance that, as directors, they will vote to employ themselves in 
stated capacities and at stated salaries or at salaries bearing consistent re- 
lations to each other. With the trend of increasing income taxation and 
the return of the excess profits tax the tendency has been to make those 
salaries as high as the traffic will bear or as the Bureau of Internal Revenue 
will allow in order to minimize the total tax cost of doing business. 

Despite the theory that the function of directors is to direct and not 
merely to carry out the contractual arrangements of those who elected 
them, the individuals seek personal veto powers over matters which 
legally are the function of the board. They seek those powers either 
frankly in those terms or through charter or by-law provisions requiring 
unanimity or qualified majority action by directors or shareholders or 
both, carefully safeguarding such provisions against amendment by less 
than the qualified majority. 

No one doubts the ability of partners to agree that certain of their num- 
ber shall be managing partners, that decisions on matters of business poli- 
cy shall be taken by the managing partners alone, by all the partners or 
by a qualified majority. The participants in close corporations merely seek 

* See generally, Israels, The Close Corporation and the Law, 33 Cornell L.Q. 488 (1948); 


Delaney, The Corporate Director: Can His Hands Be Tied in Advance, 50 Col. L. Rev. 52 
(1950). 


4 See generally 12 Fletcher, Cyclopedia of Corporations (perm. ed., 1931) §§ 5453, 5456; 
Bloomingdale v. Bloomingdale, 107 Misc. 646, 177 N.Y. ors 873 (Sup. Ct., 1919); People v. 
Galskis, 233 Il]. App. 414 (1924); Restrictions on Sale of Corporate Stock, 2 ALR. 2d 745 
oie Cee Renee on Transfer of Stock in Closely Held Corporations; 
and Drafting, 65 Harv. L. Rev. 773 (1952). 
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to adapt the corporate form to reach similar results, but when they do the 
courts of several states have held that such agreements fly in the face of 
statutes providing that ‘‘the business of the corporation shall be managed 
by its board of directors.’”® 

The Courts of New York, New Jersey and Virginia, for example, have 
struck down shareholder agreements requiring unanimity or qualified 
majority for directorial action.* New York relaxes the severity of the rule 
when the question is one of job security and the individual is on good be- 
havior.’ 

The Illinois Courts showed more flexibility. They by-passed the ques- 
tion of compliance with the statutory scheme, and specifically enforced the 
agreement of the individuals, though the results were that the board of di- 
rectors was in fact deprived of some of its theoretical discretion.* With the 
adoption of the Business Corporation Act in 1933 the situation in Illinois 
was clarified. By specific provision of that Act charter provisions requiring 
qualified majority for shareholder action, and by-law provisions requiring 
it for directors’ action are permitted.® 


™ so Four years ago New York sought to bring itself in line with Illinois. 









The Court of Appeals had decided four to three that an agreement be- 
tween a 60% and a 40% shareholder of a close corporation that unanimous 
action should be required by the directors and by shareholders on all issues 
was unenforcible and void except so far as it forbade amendment of the 
by-laws by less than unanimous consent.'® On the recommendation of the 
Law Revision Commission the legislature added Section 9 to the Stock 
Corporation Law. This section specifically permits charter requirements 
of unanimity or qualified majority for stockholders’ or directors’ action 
either in general or on specified issues." Its provisions have been much 
availed of. 


5 Most of the statutes use this or similar language. See Parker, Corporation Manual (pub- 
lished annually) passim. 

6 Benintendi v. Kenton Hotel, Inc., 294 N.Y. 112, 60 N.E. 2d 829 (1945); Jackson v. 
Hooper, 76 N.J. Eq. 592, 75 Atl. 568 (1910); Kaplan v. Block, 183 Va. 327, 31 S.E. 2d 893 
(1944). “To ask that directors be divested of all power and that without the consent of every 
stockholder no one should have power to do anything is to ask too much.” Kaplan v. Block, 
ibid., at 337, 897. 

7 See, e.g., Clark v. Dodge, 269 N.Y. 410, 199 N.E. 641 (1936). 

* Kantzler v. Bensinger, 214 Ill. 589, 73 N.E. 874 (1905); Fitzgerald v. Christie, 242 Ill. 
App. 343 (1926).-Cf. Specific Enforcement of Shareholder Voting Agreements, 15 Univ. Chi. L. 
Rev. 738 (1948). 

* Til. Bus. Corp. Act (1951) §§ 37, 146. 
© Benintendi v. Kenton Hotel, Inc., 294 N.Y. 112, 60 N.E. 2d 829 (1945). 


1 N.Y. Stock Corp. Law (McKinney, 1943) § 9 added by N.Y.L. (1948) c,862, § 1, amended 
by N.Y.L. (1949) c. 261 and N.Y.L. (1951) c. 717, § 1. 








1952} DEADLOCK AND DISSOLUTION 781 


Thus the trend has been and will, I think, continue by statute or by 
decision to permit the participants in close corporations in one way or an- 
other to preserve the type of veto powers over the administration of the 
corporate enterprise which partners commonly contract for. But partner- 
ship continues either for a specific agreed period or at will. Thus, time at 
least provides a remedy if a falling out occurs, and dissolution or winding 
up or both will break the impasse. On this analogy the New York statute 
originally provided that charter requirements of unanimity or qualified 
majority should be valid for a maximum period of ten years, after which 
they could be renewed for one or more similar periods. However, by 
amendment in 1951 the limitation was eliminated, and thus we have in 
most states of the Union the problem of dealing with a set-up originally 
based on mutual confidence and good will which is no longer present, em- 
bodied in what amounts to a contractual arrangement in perpetuity. 

If I am right about the trend, we shall have not only more deadlock 
cases, but more cases of stalemate—the consistent non-cooperation, with 
or without moral justification, of one or more individuals—which can 
seriously harm the enterprise and the interests of the majority. The pow- 
ers of our courts derived from statutes or precedents have, I think, often 
proven inadequate to deal with the strict deadlock cases largely because 
the sacred cow of corporate existence blocks the road. A fortiori in the - 
stalemate cases where, unless we carry our legal thinking forward with the 
trend, we may well find that perpetual existence for some close corpora- 
tions has turned from an advantage to a detriment. 

The courts of many states have held they have no power—absent stat- 
ute—to dissolve or wind up the affairs of a corporation. The statutory 
pattern universally permits dissolution at the suit of the state—for non- 
payment of taxes or like cause. In most states this is supplemented by 
provisions for ‘‘voluntary’’ dissolution pursuant to corporate act by the 
directors” or by shareholder action, sometimes by qualified, e.g., two- 
thirds majority."* In a lesser number of states there are “involuntary” 
dissolution statutes, permitting suit by the holders of varying percentages 
of the outstanding shares from fifty percent’* down to a single share- 
holder.” Cases of the type that interest us here arise under the in- 


32 Michigan and New York. 
13 Parker, Corporation Manual, passim. 


4 E.g., Mich. Stat. Ann. (1943) § 27.2354; N.Y. Gen. Corp. Law er’ 1943) § 103, 
amended by N.Y.L. (1944) c. 176; Ohio Code Ann. (rev. ed., 1948) §§ 8623-86 


%Tll. Bus. Corp. Act (1951) § 86; Minn. Stat. (1949) § 301.50. 
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voluntary dissolution statutes, many of which are aimed in specific terms 
at the deadlock situation.* 

However as one might expect, many of these statutes have been strictly 
construed. The leading, and much quoted Illinois case of Wheeler v. Pull- 
man Iron & Steel Co.,"" first affirms that absent statute the courts have no 
power to dissolve; then construes the Illinois statute in force at the time, 
which permitted dissolution only “for good cause shown” as requiring 
“legal cause—a cause for which the sovereign authority might by law, re- 
sume the franchise granted.’”* Later Illinois decisions held that while an 
ultra vires act would constitute “good cause’’® the deadlock situation was 
not covered.?° 

Where the statute is specifically aimed at deadlock the case is not so 
difficult. But here also, strict construction, consistent with the untouch- 
ability of the sacred cow, has been the history. Many of the deadlock pro- 
~ visions are modeled on the New York statute as it stood from 1929 to 
1944. 

If a corporation has an even number of directors who are equally divided respecting 
the management of its affairs, the holders of one-half of the stock entitled to vote at an 


election of directors may present a verified petition for dissolution of the corporation 
as prescribed in this article.™ 


By its plain terms the statute seems to permit a stockholder petition only 


if the corporation has a deadlocked board of directors, and such was its 
construction. Early cases under it dismissed the petition when the certifi- 
cate or by-laws called for an uneven number of directors.” It took the 
New York Courts ten years to reach the conclusion that “‘an even number 
of directors who are equally divided” is just as effectively created by the 
resignation or refusal to function of the odd director as by the provisions 
of the certificate or a by-law.” 

The courts of other states have not been even so imaginative. New Jer- 

%* There is an excellent analytical and comparative study of the deadlock statutes as they 


stood in 1944 by the New York Law Revision Commission. N.Y. Leg. Doc. No. 65 K (1944) 
pp. 348 et seq. For today’s texts see Parker, Corporation Manual, passim. 


17 143 Il]. 197, 32 N.E. 420 (1892). 

18 Thid., at 207, 422. 

1° Bixler v. Summerfield, 195 Ill. 147, 62 N.E. 849 (1902). 
% Gidwitz v. Cohen, 238 Ill. App. 227 (1925). 


“N.Y. Gen. Corp. Law (McKinney, 1943) § 103, as it stood prior to its amendment by 
N.Y.L. (1944) c. 176, § 2. 


* E.g., In re Fehrenbach, 155 Misc. 663, 281 N.Y. Supp. 149 (1935). 


% Matter of Binder (Rednib Realty Corp.) 258 App. Div. 1041, 17 N.Y.S. 2d 1020 (ist 
Dep’t, 1939). 
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sey requires that the corporation have “‘an even number of directors who 
are equally divided respecting the management of its affairs, and that the 
voting shares of such corporation are equally divided into two independent 
ownerships or interests” and that the shareholders be ‘“‘unable to agree on, 
or vote for, the election of a board of directors consisting of an uneven 
number. . . .’”’*4 

Under this provision the law of New Jersey still may be that if the by- 
laws call for five directors, but there are only four in office and neither they 
nor the shareholders can agree upon a fifth, the case must be thrown out.” 

The deadlock provision of Model Corporation Act (drafted by the Com- 
missioners on Uniform State Laws) is similar in form to the New Jersey 
statute. 

Other statutes, while defining deadlock more broadly, set up varying 
additional requirements or standards. In New York today one can con- a 
tract against the applicability of the deadlock section because it begins | 
with the words “Unless otherwise provided in the certificate of incorpora-! 
tion. . . .”*’ Another section applicable to all proceedings for dissolution 
requires the decreeing court to find “that a dissolution will be beneficial 
to the stockholders or members and not injurious to the public.”’* 

The latest and now leading New York case, A pplication of Cantelmo,”* in- 
volved a corporation which had been started by the plaintiff and defend- 
ant with a capital of $3000. At the time of the suit it was making large 
profits and they were drawing $25,000 apiece with bonuses. They could 
not agree upon a third director. The Appellate Division refused dissolu- 
tion, finding that the plaintiff had brought about the deadlock to force the 
defendant out and get control for himself. Speaking for the majority of the 
court, Justice Shientag wrote, “We see no reason why the courts should, 
under the circumstances here presented, lend themselves to the accom- 
plishment of the purpose sought by the petitioner.’”*® The majority hung 
its hat on the requirement that the Court must find the dissolution ‘“‘bene- 
ficial to the stockholders.’ “[This}” said Justice Shientag, “is intended 


% N.J. Stat. Ann, (1939) Title 14, § 13-1.1 (emphasis added). 


% Dorf v. Hill Bus Co., 140 N.J. Eq. 444, 54 A. 2d 761 (1947); but cf. the Chancellor’s 
statement in the same case that he has general equity power to dissolve, 54 A. 2d 761, 763. 


% Model Business Corporation Act § 51, adopted in Louisiana, L. 1928, Act 250, § 55; 
and in Washington, Rev. Stat. Ann. (Remington, 1940) § 3803-50. 


* N.Y. Gen. Corp. Law (McKinney, 1943) § 103, amended by N.Y.L. (1944) c. 276, § 2. 
% N.Y. Gen. Corp. Law (McKinney, 1943) § 117. 

% 88 N.Y.S. 2d 604 (1st Dep’t, 1949), noted in 50 Col. L. Rev. 100 (1950). 

® Tbid., at 606. # N.Y. Gen. Corp. Law (McKinney, 1943) § 117. 
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to mean something, and it applies with peculiar force to the situation here 
involved.”’** Justice Cohn dissented, pointing out, among other things, 
that in the course of negotiations preliminary to the suit, counsel for the 
defendant had threatened an application for dissolution under the dead- 
lock statute; that if the business were sold either party would have an 
equal opportunity to buy it.** Since this decision the New York Courts re- 
quire the plaintiff in a deadlock case first to establish his own good faith 
before his petition will be considered.** Shades of requiring that plaintiff 
plead and prove freedom from contributory negligence! 

Indiana, Missouri and Pennsylvania require a showing that “irrepa- 
rable injury to the corporation is being suffered or is threatened by reason 
of the deadlock.” From 1933 to 1951, the Illinois provision was the same.” 
The only reported Illinois case decided under this provision still indicates 
strict construction. The plaintiff, 50% shareholder, sued the other 50% 
shareholder for forming another corporation to exploit trade-marks owned 
by the first corporation. The defendant counterclaimed for dissolution, 
alleging deadlock. The court thought that the defendant had tried to 
wrest control from the plaintiff; that the acts of the plaintiff were not “‘op- 
pressive or fraudulent”® and that the evidence was insufficient to estab- 
lish that “irreparable injury would result to the corporation from the 
deadlock.’’ It dismissed the counterclaim.’ 

Outside of the important commercial states of New York and Illinois 
the courts have found less difficulty. Those of Pennsylvania and Mis- 
souri have construed the phrase “irreparable injury to the corpora- 
tion” as encompassing not only the “legal personality” of the enterprise, 
but the real interests of its owners. Said the Missouri Supreme Court in a 
recent case in which two brothers were unable to agree upon their policies 
and operations: 

We think [dissolution] is a better remedy than for courts to undertake to run the affairs 
of corporations over long indefinite periods. . . . It would certainly be most unfair to 
do this . . . wholly at the expense of defendant.** 

#2 Application of Cantelmo, 88 N.Y.S. 2d 604, 606 (ist Dep’t, 1949). 

3 Thid., at 607. 

* Petition of Adler, 98 N.Y.S. 2d 383 (ist Dep’t, 1950). 


% Ind. Stat. Ann. (Burns, 1933) § 25-242(6); Mo. L. (1943) § 88; Pa. Bus. Corp. Law 
§ 1107; Ill. Bus. Corp. Act (1951) § 86(a)(1). 
*Tll. Bus. Corp. Act (1951) § 86(a)(2). 
* Lush’us Distributors v. Ft. Dearborn Lith. Co., 330 Ill. App. 216, 70 N.E. 2d 737 (1946). 
* Handlan v. Handlan, 360 Mo. 1150, 1166, 232 S.W. 2d 944, 951 (1950); see also Bowman 


v. Gum, Inc., 321 Pa. 516, 184 Atl. 258 (1936); Garrett v. George K. Garrett Co., 39 D. & C. 
(Pa.) 179 (1940). 
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Obviously such thinking is a clear reflection of the classic (and proper) 
reluctance of the courts to “put themselves in business.” The result is still 
easier to reach under statutes such as those of California and Minnesota, 
which merely require the finding - 
that there is internal dissension and that two or more factions of the shareholders of 
the corporation are so deadlocked that its business cannot longer be conducted with 
advantage to its shareholders.** 

Thus the Minnesota Court in its most recent opinion decreed dissolu- 
tion because 
{it clearly appears from the respective petitions that the bitterness between the two 
factions has reached a point where, regardless of the fact that a suggestion by one of 
them may be for the benefit of the corporation, the other will vote against it. 

It has been suggested that the courts’ reluctance to dissolve varies in 
inverse ratio to the prosperity of the enterprise; that where the faction 
which happens to be in office at the date of the resignation, death or other 
incident which caused the deadlock is continuing to manage the company 
successfully, it is necessary in addition to prove some measure of exploita- 
tion of the minority.“ In the writer’s view the cases do not bear this out. 
The New Jersey courts, for instance, have recently dissolved two sub- 
stantially sized and prosperous deadlocked corporations, holding that 
(given an even-numbered board) the very fact of deadlock creates corpo- 
rate “paralysis” and requires dissolution. In one of these cases, the dispute 
was between the preferred and common stockholders, each class repre- 
sented by two directors, over the wisdom of paying preferred dividendsfor 
which earnings were clearly sufficient. The court drove off the sacred cow: 
[W]here as here, corporate function can no longer be had due to irreconcilable differ- 
ences between two independent classes of stockholders of equal voting power, the 
corporation is subject to dissolution in the interest of the public and the shareholders who 
may suffer injury. ... A Corporation does not have an absolute right to existence in 
perpetuity ... under the management of one who happened to be serving in that 
capacity when the deadlock occurred.* 

The second case, involving the affairs of Jersey City’s leading news- 
paper, the Jersey Journal, ended, after decree, with a buy-out of one fac- 

# Minn. Stat. (1949) § 301.49(4); Calif. Corp. Code (Deering, 1948) § 4651(d). The Cali- 
fornia statute has one unique feature: Where the stockholders are unable to agree upon an 
odd director, the court can appoint one. Ibid., at § 4655. 

“© In re Hedberg-Friedheim & Co., 233 Minn. 534, 538, 47 N.W. 2d 424, 427 (1951). 

41 See, e.g., Deadlock as Ground for Dissolution under New York Corporation Law, 50 
Col. L. Rev. 100 (1950). 

2 Petition of Collins-Doan Co., 3 N.J. 382, 389, 70 A. 2d 159, 163 (1949), annotated in 
13 A.L.R. 2d 1250 (1949) (emphasis added). Accord: R.K.O. Theatres v. Trenton-New Bruns. 
Theatres Co., 8 N.J. Super. 404, 72 A. 2d 14 (1950). 





786 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


tion by the other only a few months ago.“ In contrast, the New York 
court’s resort to a sort of “‘clean-hands” doctrine in the Cantelmo case 
against a background of prosperity lends color to the argument that pros- 
perity of the enterprise under its holdover management is a factor, but 
most of the other cases which appear in point involved marital difficul- 
ties.“ 

A 1951 amendment to the Illinois Business Corporation Act lays down 
the clearest pragmatic statutory standard for deadlock or stalemate as a 
ground for dissolution. Section 86(a)(2) now provides 

(2) That the shareholders are deadlocked in voting power, and have failed, for a 
period which includes at least two consecutive annual meeting dates, to elect successors 
to directors whose term has expired or would have expired upon the election of their 
successors. @ 

The statute is, of course, too new yet to have met construction. It is to 
be hoped that the courts construing it will avoid the “clean-hands’”’ pitfall, 
and, if they see a choice between the reasoning of the New York and the 
New Jersey courts on that point, follow the latter.“ 

As will be obvious from the foregoing discussion, there will be difficulty 
in applying many of the deadlock statutes to the stalemate case. Many 
are drawn for deadlock only, referring to ‘‘equal’’ division into “two’’ fac- 
tions,’ or requiring that the holders of fifty percent of the shares file the 


petition.** Others would be easily applied.** A third group would be ap- 
plicable only if the interest petitioning for dissolution were large enough, 
though less than fifty percent, to meet the statutory minimum." In the 
latter group are the statutes of the Carolinas and of West Virginia. They 
are worth special mention because they permit a petition based, not upon 
deadlock or stalemate as such, but upon a ground which will often exist in 


43 In re Evening Journal! Ass’n, 1 N.J. 437, 64 A. 2d 80 (1949), 15 N.J. Sup. 58, 83 A. 2d 38 
(1951); the fact of the sale was reported in 58 Time, No. 22, at 60 (Nov. 26, 1951). 


44E.g., Valerie Bland v. Lee C. Bland Corp., 16 Conn. Supp. 268 (Super. Ct., 1949); 
Application of George W. Anderson, Inc. 104 N.Y.S. 2d 184 (S. Ct., 1951). 

“Til. Bus. Corp. Act (1951) § 86(a)(2). 

“ Lush’us Distributors, Inc. v. Ft. Dearborn Lith. Co., 332 Ill. App. 216, 70 N.E. 2d 737 
(1946), points up the danger. The New Jersey court in In Re Evening Journal! Association, 
specifically rejected the rationale of the Cantelmo case. For a suggestion as to how a case of 
clear bad faith on plaintiff’s part may perhaps be intelligently dealt with, see infra p. 788 
et seq. 

4" E.g., New Jersey, note 24 supra. 

# E.g., Michigan, New York, Ohio, note 14 supra. 

4? E.g., Ill., Minn., note 15 supra. 

5 Massachusetts permits a petition by the holders of 40% of the shares, Ann. Laws Mass. 
(1948) c. 155, § 50; California by one-third, Calif. Corp. Code (Deering, 1948) § 4650(b). 
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such a case—namely failure to pay dividends for a specified period. The 
Carolinas™ permit a petition by the holders of one-fifth or more of the 
shares alleging (a) that earnings have been insufficient to pay dividends 
on the paid-up stock for the preceding three years; or (b) that no divi- 
dends have been paid at all for the preceding five or six years. Where no 
dividends have been paid on common stock for ten years or more, the 
holders of 10% of the outstanding paid-up common may petition. How- 
ever, there are no reported deadlock or stalemate cases under these stat- 
utes, and the decisions emphasize the discretionary power of the courts to 
deny relief in times of stress, either in the general economy or in the par- 
ticular company’s affairs. West Virginia permits the holders of 25% or 
more to file, alleging failure to pay dividends for two years, whereupon the 
court may “‘if sufficient cause be shown”’ dissolve the corporation.™ In a 
series of cases which do not appear to have involved genuine deadlock or 
stalemate the courts equated “sufficient cause” to “possible insolvency 
due to mismanagement and diverting of funds of the company.’ Con- 
fronted in 1950 with a clear deadlock case, the West Virginia Supreme 
Court failed to see the difference. It first dismissed the bill for lack of spe- 
cific allegations of mismanagement;* and sustained it only after it was 
amended to allege misappropriation of $2500 of corporate funds, the in- 
crease of defendant’s salary at meetings of which plaintiff had received no 
notice, and the like. It seems to the writer that the first decision was 
wrong, particularly in the light of the revision of the statute in 1929 to in- 
clude a provision permitting the defendants to avoid dissolution by pur- 
chasing the plaintiff’s stock at an appraised value set by the court.” 

So much for the statutory gamut. Apart from statute there has been 
progress also. Thus several courts have held that they have general equity 
power to dissolve a corporation. As early as 1908 the courts of Washington 
had held that lacking general equity power to dissolve, they had such 
power to liquidate or wind up the corporate business and thus reach the 

5 Gen. Stat. N.C. (1950) § 55-125; S.C. Code (1942) § 7725. 


* Kistler v. Cotton Mills Co., 205 N.C. 809, 172 S.E. 373 (1934); Towles v. S.C. Produce 
Ass’n, 187 S.C. 290, 197 S.E. 305 (1938). 


53 W.Va. Code Ann. (1949) c. 31, § 3093. 

Hirsch v. Independent Steel Co. of America, 196 Fed. 104 (S.D.W.Va., 1911). Accord: 
Stevens v. Empire Casualty Co., 180 Fed. 283 (N.D.W.Va., 1910); Robinson v. Company, 
110 W.Va. 143, 157 S.E. 85 (1931); cf. Williams v. Notion Co., 82 W.Va. 549, 96 S.E. 929 
(1918) which clearly involved “corporate paralysis” if not deadlock, and sustained the bill. 

® Hall v. McLuckey, Inc., 60 S.E. 2d 280 (W. Va., 1950). 

® Hall v. McLuckey, Inc., 65 S.E. 2d 494 (W. Va., 1951). 

* California has a similar provision, Corp. Code (Deering, 1948) §§ 4658-59. 
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same result.** The reasoning is spelled out in a leading Kansas case** and 
carried to its logical conclusion by the Supreme Court of Alabama. 

In other states, courts meeting the question for the first time have de- 
cided it in favor of an inherent or general equity power to dissolve, and 
a few have overruled earlier decisions to the contrary." Some courts have 
reached such decisions where there was no statute.” Others have reached 
it by holding the statutory remedy to be nonexclusive. Interestingly 
enough, two leading cases in the latter category afforded the preferred 
stockholders of public issue corporations relief against the refusal of direc- 
torates controlled by common shareholders to pay out preferred divi- 
dends.* 

The fact that in New York and in Michigan directors alone can file for 
dissolution without shareholder approval has led the courts of those states 
to require the directors so to file in cases where the facts showed both re- 
curring losses and abuse of managerial prerogatives. Thus where, despite 
a long record of losses, the principal officer and member of the majority 
group received a substantial and patently unjustified increase in salary, a 
New York court, at the petition of a minority stockholder, ordered the di- 
rectors to apply for dissolution, observing that “‘bad faith and fraud in re- 
fraining from dissolving a corporation may be shown to be as much a 
breach of duty, as bad faith and fraud in seeking wrongfully to dissolve 
[it].’"** Michigan cases use similar language.” 

5 State ex rel. Conlon v. Oudin & Bergman Fire Clay Mining & Mfg. Co., 48 Wash. 196, 
93 Pac. 219 (1908). 

5 Bowen v. Bowen-Romer Flour Mills Corp., 114 Kans. 95, 217 Pac. 301 (1923). 

® Cowin v. Salmon, 248 Ala. 580, 28 So. 2d 633 (1947). This also seems to be the law of 


Delaware, a relatively unimportant state, perhaps, in a close corporation context; see Lichens 
Co. v. Standard Commercial Tobacco Co., 28 Del. Ch. 220, 40 A. 2d 447 (1944). 

“ Flemming v. Heffner & Flemming, 263 Mich. 561, 248 N.W. 900 (1933); Guaranty 
Laundry Co. v. Pulliam, 200 Okla. 185, 191 P. 2d 975 (1948); Hammond v. Hammond, 216 
S.W. 2d 630 (Tex. Civ. App., 1949). See also Dorf v. Hill Bus Co., 140 N.J. Eq. 444, 54 A. 2d 
761 (1947); and Corporations—Dissolution at Instance of Minority Stockholder, 28 N.C. L. 
Rev. 313 (1950). 

® Guaranty Laundry Co. v. Pulliam, 200 Okla. 185, 191 P. 2d 975 (1948). 

*3 In re Mansfield Ry. Light and Power Co.,3 Ohio App. 253 (1914) ; Tower-Hill Connells- 
ville Coke Co. v. Piedmont Coal Co., 64 F. 2d 817 (C.A. 4th, 1933). The Mansfield case is 
often cited for the proposition that where there is internal dissension the “public interest” 
might require dissolution. It is not precisely authority for that proposition. The corporation 
was a public utility, a traction company, and the court, interested in rescuing the local pre- 
ferred stockholders from the toils of holding company control, expressed concern that the dis- 
sensions might interfere with “the reasonable discharge of [the corporation’s] duties to the 
public.” 

Kroger v. Jaburg, 231 App. Div. 641, 248 N.Y. Supp. 387, 393 (ist Dep’t, 1931); fol- 
lowed in Lennan v. Blakeley, 72 N.Y.S. 2d 901 (Sup. Ct. 1947). 

® Holden v. Lashley-Cox Land Co., 316 Mich. 478, 25 N.W. 2d 590 (1947). “[T}he ulti- 
mate object of every trading corporation is the pecuniary gain of its stockholders . . . it is 
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What, then, should be the law? The writer can only express a personal | 
view—with some judicial support—that deadlock or stalemate in a close 
corporation is as completely socially undesirable as in partnership or in a 
marriage, and that the corporate contract is not a holy sacrament. The 
remedy in the partnership case is beautifully simple and over the years 
courts of equity appear to have administered it satisfactorily. The Uni- 
form Partnership Act draws a distinction between dissolution (the techni- 
cal termination) and winding-up or liquidation of the partnership.” In the 
case of a fixed term partnership dissolution is automatic at the expiration 
of the term, and winding-up ensues unless the partners, all or one or more 
of them, decide to carry on. The interesting analogy lies in the fact that it 
is possible for any general partner, by his express will, to bring about a 
dissolution at any time regardless of the expiration of the term. The stat- 
ute gives a list of causes which will justify an order of dissolution. For 
example: 

(c) A partner has been guilty of such conduct as tends to affect prejudicially the 
carrying on of the business, 

(d) A partner wilfully or persistently commits a breach of the partnership agree- 
ment, or otherwise so conducts himself in matters relating to the partnership business 
that it is not reasonably practicable to carry on the business in partnership with him, 

(e) The business of the partnership can only be carried on at a loss, 

(f) Other circumstances render a dissolution equitable.” 


But whether or not any of the statutory grounds exist, a general partner 
may bring about dissolution. His only risk is that it will be considered 
wrongful and that, as a result, he will be penalized by losing his interest in 
the name and goodwill of the business to the other partners and being 
liable to them for any damages that they may suffer by reason of his 
action.® 

The point is that the dissolution takes place willy-nilly. Liquidation 
may or may not follow. If the dissolution is wrongful, the remaining part- 
ners have a choice. They may pay out the value of the dissolving partner’s 
interest less damages and his share of the value of intangibles, or post bond 
for their indebtedness to him and continue without him for the balance of 


for this purpose and no other that the capital has been advanced; and if circumstances have 
rendered it impossible to continue to carry out the purpose for which it was formed with profit 
to its stockholders, it is the duty of its managing agents to wind up its affairs.” Miner v. Belle 
Isle Ice Co., 93 Mich. 97, 113, 53 N.W. 218, 223 (1892) ; cf. Tower-Hill Connellsville Coke Co. v. 
Piedmont Coal Co., 64 F. 2d 817 (C.A. 4th, 1933). 


“ Uniform Partnership Act § 29. 
* Uniform Partnership Act § 32. ** Uniform Partnership Act § 38. 
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the term. So far as the reported cases indicate the practice, the remaining 
partners do not usually avail themselves of the alternative of posting 
bond, and where they do the liability for damages for loss of profits is 
largely academic. It may be necessary to replace the services of the dis- 
solving partner but unless that should involve an outlay greater than his 
share of the profits would have been had he continued, we probably have 
damnum absque injuria. 

Once we assume the social desirability of requiring that the intimate 

relationships between the participants in a deadlocked or stalemated close 
corporation be cut off, the partnership analogy is obviously apt. Before 
there was a Minnesota deadlock statute, the Supreme Court of that State 
wrote: 
[We find no real disagreement in the adjudications . . . in actions against mismanaged 
co-partnerships . . . if the rule be sound as applied to co-partnerships, the manner and 
form of the organization of corporation would seem not a sufficient reason for denying 
similar relief at the suit of stockholders thereof. 

Statutory implementation should not be difficult. There are these ques- 
tions: (1) Under what circumstances should petition be permitted; 
(2) Who may petition; and (3) How adequate and flexible would be the 
remedy? 

As to the first question the writer would suggest either the present 
California-Minnesota definition,” or the 1951 Illinois amendment.” The 
latter has the virtue of requiring a sort of “cooling-off period,”” but in 
some cases two years might be too long.”* A combination of the two cri- 
teria might thus be indicated, the two-year inability to elect a board cre- 
ating a conclusive presumption in favor of the petition. 

As to the second item, there seems no reason why the petition should 
not be filed by the holder of even a single share. Granted actual deadlock 
or stalemate all interests, however small, are placed in jeopardy. Illinois 
and several other jurisdictions permit this under their present statutes.” 

* Green v. National Advertising & Amusement Co., 137 Minn. 65, 70, 162 N.W. 1056, 
1058 (1917). 

7 Quoted, p. 785 supra. 

7 See p. 786 supra. 


72 Cf. the provision of the National Labor Relations Act for a wpe 90-day injunction 
against strikes where public health and safety may be jeopardized, Labor-Management Rela- 
tions Act of 1947 at §§ 208-210, 61 Stat. 155-56 (1947), 29 U.S.C.A. §§ 178-80 (Supp., 1951). 


78 In several recent cases, the courts have held the parties in terrorem decreeing that failing 
agreement within a specified period, dissolution would be ordered. See, e.g., R.K.O. Theatres v. 
Trenton-New Bruns. Theatres Co., 8 N.J. Super. 404, 72 A. 2d 914 (1950). 


74 See note 15 supra. 
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As to flexibility of remedy, the courts have always been conscious of the 
necessity for protecting minority interests, and even majorities where 
forced sales or similar procedures are involved. The Supreme Court of 
Kentucky after deciding that 
to leave these warring stockholders as they were prior to the time of the appointment 


of the receiver by the Circuit Court would be but to insure the wrecking of the prop- 
erty 


directed the lower court to 
order the sale on such terms as to time as to enable either party to purchase it if 
they desire and . . . insure such an active competition between the factions, and per- 


haps others, for the property, as will insure that there will be no sacrifice of it at the 
sale.” 


In the writer’s view the courts should have the power, as they do in 
California and in West Virginia” to preserve the going enterprise and 
solve the problem by permitting acquisition of the plaintiff’s stock by the 
defendants at an appraised value. To make the partnership analogy sub- 
stantially complete, the courts should be empowered, in fixing such a 
value, to consider plaintiff’s good faith, i.e., his responsibility for the cre- 
ation and continuance of the deadlock or stalemate, the degree to which, 
even though responsible, his conduct may have been justified, and also to 
fix terms of payment. 

All this, of course, is but interesting speculation. In the meantime, there 
appear to be two possible remedies, the first of limited applicability be- 
cause it requires anticipation, the second possibly more widely useful. It 
is clear today that there is no legal objection to the agreement between A, 
B, and C, each to vote his shareholdings for the election of the others as 
directors for a stated period or for so long as they all remain shareholders. 
When clients urge upon their counsel that the close corporation they are 
organizing should be so set up that it cannot function without their unani- 
mous consent will they not perhaps agree—as partners often do—that if 
for a stated time their disagreement causes corporate paralysis, e.g., in- 
ability of the board to act—all will vote their shares for dissolution? During 
the three-year period when the New York statute contained a ten year 
limitation on the effectiveness of a charter requirement of unanimity or 
qualified majority for stockholders’ or directors’ action, this device was 

™ Graham v. McAdoo, 135 Ky. 677, 684, 123 S.W. 260, 262 (1909). But Kentucky seems to 
have slipped backward into the strict construction school. Reid Drug Co. v. Salyer, 268 Ky. 


522, 105 S.W. 2d 625 (1937). For another illustration of flexibility of remedy intelligently em- 
ployed, see Handlan v. Handlan, 360 Mo. 1150, 232 S.W. 2d 944 (1950). 


78 See notes 53 and 57 supra. 
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frequently resorted to to cover the contingency of nonrenewal. The writer 

/nas found no case that questions its validity and there are two cases, one 
in New York and one in Massachusetts, which not only do not question 
the enforcibility of the agreement but indicate the courts’ willingness to 
specifically enforce it.”’ 

The broader suggestion may seem at first blush more radical, but I sub- 
mit actually is nothing more than the old common-law process of fitting 
the facts into a familiar category. Why should not a court of equity deter- 
mine that the participants in a deadlocked or stalemated close corporation 
are joint venturers as between themselves? 

The law as to joint venture is not too clear in many aspects. But it is 
clear that the concept is not rigid; that it does not require an explicit 
agreement applying the label “joint venture” to the activity or series of 
activities in question; and that the closest analogy is to a partnership at 
will.”* From that analogy flows the power of the Chancellor to dissolve and 
liquidate as in a partnership.”® That power could be exercised in any man- 
ner calculated to produce a fair result, e.g. by appraising petitioner’s 
stockholdings for purchase by the defendants;* or by directing the parties 

to vote their shares for dissolution of their creature, the corporate entity.™ 
Such a decision would not be the first to grant to the parties in one of their 
capacities relief denied to them by precedent in another. 


In re Block’s Will, 186 Misc. 945, 60 N.Y.S. 2d 639 (Surr. Ct., 1946); Leventhal v. 
Atlantic Finance Co., 316 Mass. 194, 55 N.E. 2d 20 (1944). Flanagan v. Flanagan, 273 App. 
Div. 918, 79 N.Y.S. 2d 682 (2d Dept., 1948), aff’d, 298 N.Y. 787, 83 N.E. 2d 473 (1948), is 
cited by Hornstein, Stockholders’ Agreements in the Closely Held Corporation, 59 Yale L.J. 
1040 (1950), for the proposition that an agreement to dissolve in various contingencies is 
invalid “because it attempted to make a ‘partnership of the corporation.’ ’”’ The writer does 
not think this a correct interpretation because the agreement was not phrased in terms of the 
stockholders voting for dissolution but in terms of requiring a distribution of cor porate property 
if and when the event occurred. In view of the two cases cited, the writer believes a better 
drawn agreement could have produced the opposite result. 


78 See generally, Nichols, Joint Ventures, 36 Va. L. Rev. 425 (1950). 
79 See, e.g., Null v. Parsons, 145 Ill. App. 436 (1908). 
8° Cf. the California statute, note 57 supra, and that of West Virginia, note 53 supra. 


*! Cf. Kroger v. Jaburg, 231 App. Div. 641, 248 N.Y. Supp. 387 (ist Dep’t, 1931) and 
Holden v. Lashley-Cox Land Co., 316 Mich. 478, 25 N.W. 2d 590 (1947). 


2 Null v. Parsons, 145 Ill. App. 436 (1908), distinguished the remedy of partition which 
the court seemed to think was not available, but in effect reached the same result. Cf. the 
recent (unreported) decision of the Superior Court of Cook County, Illinois in Leibrandt v. 
Finder, No. 49 S 18333 (June 28, 1951), finding, and directing dissolution of a joint venture 
as betweeen the beneficiaries of an Illinois land trust to whom, as such, partition could not 
have been granted. 
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Once it be granted that the participants in a close corporation should be 
permitted, as between themselves, to impose personal vetoes on the pow- 
ers usually vested by our corporate statutes in majorities, it seems clear 
to the writer that a simple and flexible remedy for deadlock or stalemate 
must be provided, and that the untouchability of the sacred cow must not 
be permitted to impede its exercise. Too precise definition, too onerous re- 
quirements as to who may seek relief, and too much rigidity of available 
remedy will do social harm. What we need is faith in the sensitivity of the 
Chancellor’s foot, and to permit him, with due dignity, and in a proper 
case, to apply the boot to the sacred cow of corporate existence. 





MANAGERIAL MOTIVATION 
C. Apprson Hicxman* 


$ WE COME TO KNOW more about business behavior, and indeed as we 
learn more about human behavior generally, the important ques- 
tion of what motivates the business executive can now beat- 
tacked with fresh hopes for achieving significant results. Corporations 
often act in ways that belie a simple, monolithic, profit-maximizing mo- 
tivation. Indeed, sociology, social psychology, and cultural anthropology 
suggest that it would be strange if anyone or any firm were so simply and 
uniquely motivated. Yet, much of our usual analysis of corporate opera- 
tions is couched in these terms; much public policy debate, especially 
about taxes, is based upon like assumptions about motivation; and the 
bulk of that economic theory which relates to the business firm envisages 
an entrepreneur, knowing and rational, who is seeking to maximize his 
short-run profits. 
It is the purpose of this paper to explore, in preliminary and highly ten- 
tative fashion, this question of managerial motivations. Is the executive 


trying to maximize profits? If so, is he trying to maximize them for him- 
self or for the corporation? Is he thinking in short-run terms or is he trying 
to maximize returns over a period of years? Is he more concerned with 
maximizing gains or with minimizing losses? How important to him is the 
maintenance of the corporation as a going concern? Are profits an end in 
themselves or merely a means to other ends? Are “‘non-economic”’ consid- 
erations important to his actions, if not in his thinking? 


The Environment of the Corporation 

Corporate executives are necessarily alert to the general economic, so- 
cial, and political environment in which the firm must operate. This en- 
vironment may influence, alter, or shape the motivations of management. 
It determines in part not only what can and cannot be done in the eco- 
nomic sphere, but also which acts by the corporation and its management 
bring prestige and approval and which excite public censure. 

It is a truism that the larger environment of the American corporation 
has been profoundly altered during the past half century, and especially 
during the past twenty years. The emergence of big government and big 


* Research Professor of Economics, University of Illinois. 
794 
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labor together with the impact of wars, depressions, and inflations have 
created restraining and directing influences at every hand. Corporations 
have also come to accept, in part at least, a new sense of active responsi- 
bility for the socially acceptable exercise of power. 

In this changed environment, profit maximizing becomes difficult. It 
may also become less worthwhile in the face of progressive taxation of cor- 
porate and individual incomes, and in view of the possible adverse reac- 
tion of government, labor, and the general public. 

The precise effect of taxation upon executive motivation depends in 
large part, of course, upon whether money gain is actually of paramount 
importance to the businessman. This controversial question, as will be 
noted later, is itself much-mooted. The primacy of the profit motive here- 
tofore almost uniformly presumed is now questioned by many authorities. 
¥et, to the extent that money rewards are important to management, 
high and progressive taxation should have the effect of reducing incentive. 

The Harvard Business School has studied this problem. Thomas H. 
Sanders, in Effects of Taxation on Executives, reports evidence that high 
taxes reduce executive mobility, both in terms of moving up within the 
corporation and in terms of moving to other companies.’ In the perform- 
ance of his job, however, “‘The evidence is overwhelming that the business 
executive is putting (in) a full measure of work and energy. . . . He is still 
going full blast.”? A review of this book editorializes, ‘‘[O]ne can’t help 
wondering what becomes of the idea that high taxes rob the businessman 
of all incentives to do a better job.’””* 

This situation is viewed with somewhat more apprehension by Craw- 
ford H. Greenewalt, President of Du Pont, who insists that taxes may 
jeopardize future corporate efficiency through their undercutting of incen- 
tives.‘ Greenewalt does, however, make it clear that he is not referring to 
this generation of business management. He takes note of the Harvard 
study cited above, concluding, “I am sure that this is so—that out of a 
sense of loyalty or a feeling of obligation to their companies, or perhaps 
simply because of habit, the current crop of executives will continue to do 
their best.’”® He asks, however, “What caliber of men will be managing our 
business enterprises twenty-five, fifty years from now? How can we assure 

1 Sanders, Effects of Taxation on Executives (1951). 

* Tbid., at 17. 

* Notes on the Permanent Revolution, 44 Fortune 64 (August, 1951). 


* Greenewalt, What Kind of Incentives? at 7, a speech before Illinois State Chamber of 
Commerce (October 19, 1951). 


5 Tbid., at 7-8. 
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their competence and vigor in the face of greatly weakened financial mo- 
tives?’’* Continued high taxes will he feels reduce the future number of 
candidates for top-level jobs and will reduce the incentives for even those 
who do still seek and attain these jobs. 

Although taxation may reduce the monetary gains possible for execu- 
tives, it is by no means the only factor in the new corporate environment 
which could reduce the force of profit maximization and lead to other and 
possibly conflicting goals. Antitrust legislation and enforcement, for ex- 
ample, has probably been conducive to some restraint in profit seeking and 
has contributed to a new emphasis upon maintenance of the corporation as 
a going concern. This is particularly true as antitrust enforcement, often 
applied against a given corporation over protracted periods, has actually 
become a form of ad hoc regulation. Interestingly enough, however, anti- 
trust action has also tended to induce caution in pursuing a goal that 
might be an alternative to profit maximization— increasing the size of the 
firm and maintaining or increasing the firm’s share of the market.’ 

As a further example of elements in the new economic environment 
which may restrain or supplant profit maximization, the growth of the 
labor unions may be cited. Whatever the relationship between unioniza- 
tion and the firm’s ability to maximize profits, it is clear that greater union 
power has forced a revision of industry’s perspective and goals. As Sumner 
Slichter argues, the businessman now lives in a “laboristic economy” 
where there has been a shift in power away from business toward labor.*® 
Slichter claims that if business is to regain its influence, if not its power, it 
must adapt to the new situation by (1) making business a more integral 
part of the community; (2) doing some first-rate thinking in the field of 


* Tbid., at 8. 


7 An important outgrowth of the new corporate setting is the great and growing importance 
of the lawyer to the corporation. Fowler Hamilton says of the lawyer and business that “their 
novel and intimate union is part of the inherent logic of the era of the corporation.”” Hamilton, 
The Lawyer and Business, in the Law, 38 Fortune 179 (October, 1948). The lawyer first 
entered actively and continuously into business life because of “the legal complications of doing 
business in the corporate form.”” This new relationship has been “shaped and cemented,” 
however, by the mushrooming of government controls of all types. 

Hamilton lists as illustrative of the type of question a businessman now asks his lawyer 
(“indicating how far the legal profession has come from the time when Francis Bacon found it 
ignorant of business’): 

“Can we, in view of federal and state laws: Acquire the stock of a somewhat competitive 
company? Exchange price data with trade-association colleagues? Fix resale prices on our 
products? Offer x per cent discount on volume purchases? Make such-and-such claims in 
advertising matter? Absorb all or some freight costs to meet competition? Increase executive 
incentives by issuing option warrants? Favorably affect our tax structure by securing new 
funds through loans rather than the sale of securities?’’ 


® See Slichter, The American Economy (1948). 
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public policy; and (3) taking a greater and more constructive interest in 
the problems of the community.° 

In addition to these overt pressures upon the corporation and its man- 
agement, the force of public opinion has also had a substantial effect. The 
public has looked upon the corporation from its vantage points as con- 
sumer, employee, and community, and it has not always found the cor- 
poration good. This lack of unqualified approval has had much to do with 
the growth of government controls and the increasing strength of labor 
unions. These attitudes have also borne directly upon the corporation, and 
they have been felt. 

It is apparently true that public attitudes toward business have become 
more favorable in recent years, because the public has changed or because 
business has changed or both.’® Popular concepts of the “Robber Barons” 
and “Malefactors of Great Wealth” have been replaced by a wary, and 
frequently skeptical, but basically much friendlier attitude. The literary 
stereotype of the businessman has shifted from Lewis’s Babbitt and Schul- 
berg’s “Sammy”’ to the more complex figures of Marquand. One critic has 
concluded, “The Businessman has finally been given citizenship in the 
human family.’™ 

Yet, the corporation is far from having universal approval and support. 
According to Elmo Roper, American attitudes toward business, although 
favorable to a system of private ownership and operation, are still tinged 
with reserve and distrust. Specifically, claims Roper, “A great many 
people believe that too much of business is at best amoral and at worst 
greedy,” and “Because they know that under today’s conditions they have 
not the means to do it themselves, many people want someone to keep an 
eye on business—and their candidate for that ‘someone’ is government.” 

Out of corporate awareness of the fact of public distrust have come 


* Slichter, The Businessman in a Laboristic Economy, 40 Fortune 108 (September, 1949). 


1 Roper, in The Changing Face of Business, 35 Saturday Review of Literature 12 (Jan. 19, 
1952) says “both.” 


1 Cherne, The Writer and the Entrepreneur, 35 Saturday Review of Literature 10 (Jan. 19, 
1952). 


12 Op. cit. supra note 10, at 41. Despite the increased governmental regulation and control, 
relatively few businessmen have accepted executive positions in the federal government. 
Many public boards and commissions are set up to have industry representation, and many 
other top government officials would ordinarily be recruited from business. Yet, despite the 
recruitment of a number of well-known business leaders, many of these high-level jobs have 
been notoriously hard to fill. In its editorial concern over this situation, Fortune has suggested 
that “business may have to work out its own technique of participation. Its stake in big gov- 
ernment, a big if unpleasant fact of the twentieth century, is too great to warrant waiting for 
the millennium in Washington.’’ Washington’s Executive Famine, 42 Fortune 73, 75 (October, 
1950). 
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strenuous attempts to improve employer-employee relations to increase 
the standing of business with its customers and, especially, to gain ap- 
proval of the general public. Recognition that public relations involve 
“good performance that’s understood and appreciated’”* seems to be in- 
creasing. In the process, narrowly conceived, short-run profit maximiza- 
tion is increasingly unlikely to be the sole or perhaps even the primary 
motivation of corporate management. 


The Stockholder and Management 

The motivation of management has probably also been affected by the 
new pattern of corporate control. As Berle and Means pointed out in their 
classic study,’ with the diffusion of ownership rights among a host of 
small and scattered stockholders, active control of corporate enterprise 
has generally passed to management. A number of more recent studies 
have tended to confirm the Berle and Means estimate of the situation. 

The influence upon managerial decisions of the one group supposedly 
strongly profit-motivated has thus waned. Stockholder pressure upon 
management to maximize profits and increase dividends is presumably 
less acute and effective. Indeed, as stockholders accept their inability to 
control the corporation, accept the extensive plowing-back of earnings, 
and come to expect regular, dependable dividends rather than spectacular 
gains, common stockholders presumably begin to resemble contingent 
bondholders in both position and expectations. 

The fact that stockholders are seldom actuaily able to exercise effective 
control over management, and hence are presumably unable to impose 
profit maximization, does not necessarily mean that executives will cus- 
tomarily act counter to the stockholders’ wishes. Management and the 
stockholders may both desire profits, although each may desire them for 
different reasons. The stockholder presumably wants profits because he is 
interested in increasing the size of his dividends. The executive, even 
though his personal compensation may not be very closely tied to firm 
profits, may want profits to ensure the firm’s safety, or to make it grow 
larger, or for various other reasons."* 

The preoccupation of the executive with his corporation as a sort of 
independent entity, and his strong interest in its security, perpetuation 
and size, is powerfully reinforced by the fact that he is a member of a 

18 Business Is Still in Trouble, 39 Fortune 67 (May, 1949). 

1 Berle and Means, The Modern Corporation and Private Property (1933). 

See especially Gordon, Business Leadership in the Large Corporation (1945). 

% See Griffin, Enterprise in a Free Society 96-104 (1949). 
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group interested in the same thing. Modern management, especially in the 
large corporation, operates in a group setting, with group attitudes, group 
constraints, and group aspirations—although individual roles may be 
sharply differentiated. The necessity for a bureaucratic form of organiza- 
tion in any operation as large as the major corporation is so strong that the 
group context of individual motivation and action is likely to remain as a 
cardinal factor in the environment of corporate management. 


Polls and Surveys 

One of the obvious sources of information about managerial motivation 
is from the executive himself. Despite the recent increase in interest in the 
incentive problem, relatively few attempts have actually been made to 
gather executive opinion on such questions. Even the fragmentary data 
thus far collected, however, furnish some basis for skepticism as to the 
primacy of short-term profit maximization. 

Elmo Roper, who has conducted the Fortune Survey of Public Opinion, 
has made a number of studies bearing upon the goals of executives. He 
concludes that top management wants “security.’””"” That security, execu- 
tives are said to believe, consists of recognition of achievement, dignity of 
position, autonomy of their management, and rewards paid in leisure. One 
possible element in security—money—is conspicuously missing in this 
picture. 

The belief that executives share in the apparently widespread desire for 
security is supported by other polls. The executive is even concerned about 
job security, although this does not loom as large in his thinking as it does 
for salaried employees and factory workers. In one survey, men were 
asked to choose among three different kinds of jobs: a job which pays quite 
a low income but which you are sure of keeping; a job which pays a good 
income but which you have a fifty-fifty chance of losing; and a job which 
pays an extremely high income if you make the grade but in which you 
lose almost everything if you don’t make it. The first, low-paying but se- 
cure job was preferred by 26 per cent of the executives and professionals, 42 
per cent of the salaried employees, and 60 per cent of the factory workers. 
The second, good-paying but not very secure job was chosen by 32 per cent 
of the executives and professionals, 27 per cent of the salaried employees, 
and 21 per cent of the factory workers. The very lucrative but very risky 
job was elected by 36 per cent of the executives and professionals, 27 per 

1" These views are cited in What Makes the Boss Work?, 37 Fortune 212 (April, 1948). 


%* The Fortune Survey of Public Opinion, a Self-Portrait of the American People—1947, 
35 Fortune 10 (January, 1947). 
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cent of the salaried workers, and 17 per cent of the factory workers. Thus 
the executive and professional group did show more inclination to accept 
insecurity as a price of high money rewards than did the presumably 
lower-paid salaried employees and factory workers. Only a little over one- 
third of the executive and professional group responded in classic profit- 
maximizing terms, however, while about one-fourth of this group showed a 
marked preference for safety at the expense of reward. 

The same poll also included a question bearing upon enjoyment of one’s 
job. The answers to this question cast some light on the oft-repeated asser- 
tion that management gets much of its incentive from the creativity, re- 
sponsibility, prestige, and other perquisites of the job itself. Those ques- 
tioned were asked: On the whole would you say that your job is really in- 
teresting and enjoyable, or would you say that it is all right but not very 
interesting, or would you say that it is dull and boring? Significantly, 92 
per cent of the executives and professionals found their jobs interesting, 6 
per cent responded that their jobs were all right,and only 1 per cent labeled 
their jobs dull. This was in marked contrast to the salaried employees, and 
in even sharper contrast to the response of the factory workers. Some 54 
per cent of the latter categorized their jobs as interesting, 31 per cent de- 
scribed their jobs as all right, and 15 per cent stigmatized their jobs as dull. 

Although polling of executives has not revealed a scorn of money re- 
wards, neither has management shown the sort of attitude toward income 
that is implicit in the classic theory of the firm, with its profit-maximizing 
entrepreneur. A poll posed this question to executives : If you could double 
your income by working two or three more hours a day, would you do so?! 
Only 29 per cent of those responding said “‘yes,” and 71 per cent said “no.” 

The National Industrial Conference Board made a study of business 
motives incident to its analysis of the effects of taxation upon corporate 
policy.” The results of this questionnaire support the general conclusion, 
“The security of the corporation as an economic unit appears frequently to 
be a motive of management more compelling than profits for distribution 
to stockholders.’ Profits, when sought, are envisaged in terms of main- 
tenance of the firm as a going concern. “Profits, if not distributed, may be 
used to insure the safety of a business, while losses may impair its safety. 
From the executives’ point of view, profits are only means by which the 
security and welfare of their corporations may be promoted.’ 


1 The Management Poll—The Fortune Forum of Executive Opinion on U.S. Executives 
Themselves, 34 Fortune 16 (October, 1946). 


© Nationa] Industrial Conference Board, Effects of Taxes Upon Corporate Policy (1943). 
% Thid., at 9. ® Thid. 
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One reply to this questionnaire concluded: “The management is never 
wholly free of the profit motive, but when it decides to build markets or 
merchandise for postwar needs, it does not base its decisions on any calcu- 
lations of future profits. Rather, it acts on the theory that it must survive 
and be healthy, and assumes it will then be in a better position to act on 
whatever motive might then be uppermost.’ 


Opinions of Business Executives 

In the years since World War II, an increasing number of business 
leaders have come to be interested in motivation. This new awareness of 
the problem has been triggered in part by discussion of tax policy and by 
the recent emphasis upon “executive development.” It also reflects, how- 
ever, introspection concerning the new place of the corporation in America 
and the new role of top management. 

Chester I. Barnard has done much of the pioneering work in this field.** 
Barnard, long-time President of New Jersey Bell, has strongly emphasized 
the importance of motivations as the key to the success of business or- 
ganizations. He has also consistently stressed the primacy of non-material 
incentives. Barnard believes that much economic behavior is non-rational 
and that the desire to be well-esteemed is very general and is more perva- 
sive than is rational profit calculus. This desire leads executives to fear 
failure as much as they want success—not merely financial failure but also 
the kind of failure that reduces status and authority.” 


*3 Ibid., at 10. For purposes of comparison, a small-scale postwar British study, involving 
twenty firms (eight of them large and twelve of them small), is of interest. See Hague, Eco- 
nomic Theory and Business Behavior, 16 Rev. of Econ. Studies 144 (1948-49). None of the 
large firms and two of the small firms indicated that they aim “‘to earn as much as possible in 
the short run,” Six of the large firms and one of the small firms answered that they aim “to 
earn as much as possible in the long run.”’ Two of the large firms and nine of the small firms 
replied that they aim “to earn steady long-run income.” For the small firms contacted, short- 
run profit maximization obviously had no great appeal. The owners of these firms apparently 
wanted to earn a comfortable and secure income, and felt that beyond this point the problems 
and risks would not be worth facing. In the large firms studied, more emphasis upon avowed 
profit maximization, of a long-range sort, was evident. 

* Barnard, The Functions of the Executive (1938); and The Entrepreneur and Formal 
Organization, a speech made at the 1948-1949 meetings of the Research Center in Entre- 
preneurial History, Harvard University, and included in Change and the Entrepreneur (1949). 

* Barnard does not actually use the word power, in referring to managerial incentives, 
looking upon it as akin to the “phlogiston’’ of early chemistry—an ambiguous term which does 
not really explain. In his speech before the Harvard Research Center in Entrepreneurial His- 
tory, he noted, in the words of the rapporteur, “Executives who are commonly supposed to 
wield ‘power’ quite generally see themselves entrusted with a discretion which for them is a 
duty to discharge a responsibility, an exercise in persuasion and coordination. Many an execu- 
tive, who, upon being externally observed, was thought to exercise great, perhaps arbitrary 
power, very likely could be more truly thought of as acting, and feeling that he was acting, 
as he was bound to by the inexorable logic of his situation.” Ibid., The Entrepreneur and For- 
mal Organization 8 (1949). 
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Crawford H. Greenewalt, President of Du Pont, concurs in part with 
Barnard but puts far more stress on money rewards. He agrees that people 
may feel rewarded by a knowledge that they have done their best, or by 
prestige, or by power and influence. He adds, however, “‘But for most of 
us, I think we will agree that the strongest and most desirable incentive of 
all is financial gain—not, of course, in money itself, but because of what 
one can do with it.”™ He further maintains that financial rewards are 
especially needed in business, because personal prestige can be more 
readily gained in other fields.”’ 

H. F. Willkie, President of Kingan & Co., agrees on the necessity of 
adequate monetary rewards. He claims, “Almost all researches on this 
subject show agreement on one factor: pay comes first. Without adequate 
pay, the executive will not perform. He measures pay not only by what he 
gets monthly or annually, but by what he can hope for.’™ Yet, Willkie 
acknowledges that although adequate pay may be necessary, it may well 
not be sufficient. Willkie stresses perquisites and prestige or position as the 
requisite “plus” values of a job. Relief from routine, exemption from some 
rules, preference of office or position, honors and recognitions, opportuni- 
ties for service, club and professional memberships, expense accounts, 
more staff assistants, and leeway on favored projects are listed as impor- 
tant “intangibles.” “Indeed, they may be disclaimed and minimized by 
those who enjoy them. But try to take them away, give them to another— 
an outsider—or abolish them and see what happens.’ 

Ralph E. Flanders, United States Senator and New England industrial- 
ist, has posed the question of what moves the executive to make his final 
decisions.** He rejects Veblen’s position that men work in order to main- 
tain “conspicuous waste,” asserting that this was not generally true even 
in Veblen’s era and in any event is now passe. Acknowledging that appe- 

™ Greenewalt, op. cit. supra note 4, at 6. 


7 A similar approach is taken by Merle C. Hale, General Motors personne! executive. 
Emphasizing the importance of incentives in executive development, Hale states that there 
are two types of incentives—monetary and non-monetary—and adds, “Both are important. 
Both are practiced in General Motors.”’ Hale, Executive Development in an Expanding 
Organization, Address given at Ohio (State) University (May 2, 1951), College of Commerce 
Conference Series, No. C-74, p. 4 (1951). “Psychic income”’ is claimed to be increasingly im- 
portant as one moves up the executive ladder. But, insists Hale, “psychic income is not a sub- 
stitute for monetary income.’ Ibid. 


%8 Willkie, Compensation of Executives (in Proceedings of the Business Leadership Con- 
ference—Part 2) 11 Pacific Northwest Industry 50 (Bureau of Business Research, Univ. Wash., 
December, 1951). 


** Tbid. 


* Flanders, How Are Top Executive Decisions Made? 41 Amer. Econ. Rev. 93 (May, 
1951). 
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tite for money income is a consideration that cannot be dismissed, he 
nevertheless does not attach great weight to this factor. Rather, he sup- 
ports the notion that desire for power, the urge to exercise unused powers, 
and pride in socially useful performance loom large in executive motiva- 
tion. 

Opinions of Observers of Business 

A number of scholars, approaching business from divergent vantage 
points, have studied executive motivation with results more remarkable 
for their similarity than for their contrasts. Interestingly, there is also a 
rather high correlation between the views of business executives and the 
opinions of these “‘outsiders.” 

Robert A. Gordon, of the University of California, has made an inten- 
sive study of the environment, structure, and workings of the large cor- 
poration and its management.™ Impressed by the fact that modern busi- 
ness leaders are becoming professional “hired” managers with remarkably 
stable incomes and with some assurance of security rather than men mo- 
tivated by ownership incentive, Gordon goes on to examine non-financial 
incentives and finds a number which have some importance. Money com- 
pensation has become, he believes, “largely a minimum condition for at- 
tracting the necessary supply of business leadership in the large corpora- 
tion.” Salaries must be large enough to permit a “generous standard of 
living” and to assure family security, but beyond this the corporation can- 
not provide the requisite power and prestige by financial remuneration 
alone. 

In his subsequent analysis of the effects of such managerial motivation 
upon corporate decision, Gordon concedes that even an executive not per- 
sonally actuated by hope of money gain cannot ignore the search of the 
firm for profits. “The profits criterion can never be disregarded by salaried 
executives. As a minimum, it is necessary to keep directors and stock- 
holders passive.’’”** Beyond this, however, executives may not slant every 
decision toward enlarging profits but may instead pursue other personal or 
corporate goals.** 


* Gordon, op. cit. supra note 15. 
® Tbid., at 313. 38 Thid., at 327. 


* Similar findings have been made by scholars currently or formerly with the Harvard 
Business School. Melvin T. Copeland believes that adequate executive salaries are essential— 
able executives must be paid enough to persuade them to take the responsibilities and to 
assume the burdens of the job. Copeland, The Executive at Work 230 (1951). If the corpora- 
tion is successful over a long period, he may also expect to have his money rewards increase. 
Copeland also believes, however, that the corporation can effectively utilize such non-monetary 
rewards as recognition and prestige, and he agrees with Gordon that the threat of loss of prestige 
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Arch Patton, a management consultant, has completed a study whose 
findings place much greater emphasis upon profits as a motivating force 
than does Gordon.® Patton’s study, covering forty-one very large cor- 
porations in a dozen industries, compares profit figures for the firm and 
compensation for top-level management, over the 1939-1950 period. This 
comparison reveals a close correlation between increases in executive com- 
pensation and increases in corporate profit. The key question, of course, 
which the figures do not answer, is whether this means that raising execu- 
tive salaries will probably bring an increase in corporate profits, or merely 
that larger profits allow the payment of higher salaries. Patton believes 
that it could be statistically proved that a policy of calling for higher 
compensation than the average will result in higher profits.* 

Clare E. Griffin, of the University of Michigan, approaches the problem 
from a slightly different direction. Although he believes that the profit 
motive goes far in explaining business decisions, he maintains that it is 
necessary to look beyond this motive, “first, because in the conduct of 
business, the profit motive is not the sole driving force but is tempered and 
influenced by other considerations (very few human activities are com- 
pletely dominated by a single motive); and, second, because profits are 
not an end in themselves but are means of attaining certain ends which 
people regard as important.’’*’ He notes that for some men under some 
circumstances, these underlying desires provide the impetus to profit- 
seeking. For other men, or under other circumstances, these desires may 
be satisfied by other economic means or by non-economic means. What 
are these desires? They include power (“the rather universal desire to 


may serve as “‘a spur to executive effort.” His satisfaction from being good at his job and 
his pleasure from the belief that he is rendering service to others are also powerful rewards. 
John C. Baker, a former Harvard scholar and now President of Ohio University, has 
suggested four principles which should govern the payment of executives. Baker, How Should 
Executives Be Paid?, 18 Harv. Bus. Rev. 94 (1939). The four principles are also cited in 
What Makes the Boss Work?, 37 Fortune 104, 210-11 (April, 1948). These four rules are: 1) 
they would have as few present and future financial worries as possible; 2) they should be in- 
fluenced by the method of payment in a professional rather than a speculative direction; 3) they 
should receive satisfactions other than simply financial ones; 4) they would have corporate 
standing that would foster individual freedom of action and high social, intellectual, and moral 
standards. Baker concludes, “An awareness of human desires indicated a larger problem (in 
executive compensation) than one of financial reward and these phases of the question have 
been almost entirely neglected. Industrial society has apparently gone mad in an attempt to 
pay for everything with dollars, a thing which cannot satisfactorily be done.’’ Ibid., at 106. 


* A full report of the findings of this study is contained in McNair, Lintner, & Bursk, 
Thinking Ahead, 30 Harv. Bus. Rev. 17 (1952). 


* Tbid., at 150. 
#7 Op. cit. supra note 16, at 72. 
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direct or influence affairs in the way one would like to see them go’”’); 
prestige (“the general desire for recognition by others’’); social approval 
(a “qualitative instead of a quantitative’ judgment); the creative desire 
(“a sense of accomplishment’); the competitive impulse (“pugnacity” or 
“the spirit of the game’’); independence (“to be my own boss’’); and social 
obligation.** 

Finally, a number of observers remind us that managerial motivation is 
variable and complex. George Katona, of the University of Michigan, sug- 
gests such hypotheses as this: short-run profit maximization may be a 
desirable or necessary goal for businesses in precarious condition, for new 
or still insecurely established businesses, and for small firms.** Similar 
hypotheses might encompass businesses in risky or speculative or fiercely 
competitive industries. 

Actually, motivation may be more complex than this even in a business 
oriented toward profits. George Coe said of the industrialist, “In one and 
the same act several of the following phases of his mental dynamics always 
can be detected: family affection, family pride, and anxiety concerning se- 
curity and social standing; desire for recognition in the business world; the 
nursing of self-conceit ; loyalty to a partner; pugnacity toward a rival; en- 
joyment of power; the exhilaration of a game; the thriil of originality; 
pride of workmanship; the glow of self-identification with an institution, 
enterprise, or cause; the taking of a customer’s interest as one’s own; the 
feeling of responsibility for the welfare of employees; devotion to country. 
In this complex, there is an implication, however obscure, of the value of 
oneself, of the members of one’s family, and of sundry other persons. There 
is an endeavor to be a man among men. There is, then, in the motivation 
of the capitalist economy a social factor of which not the faintest shadow 
appears in the ledger of any business concern.’ 


Need for Additional Research 

Thus we do know something of the setting in which the executive oper- 
ates, and we have fragmentary empirical evidence plus a considerable 
body of informed observation. But to date most analysis of managerial 
motivations has been speculative and partial in character. Much remains 
to be done, for example, in actually testing the hypotheses that managerial 
motivations vary with the size of the firm, the age of the firm, the prosper- 
ity of the firm, or the industry in which the firm is operating. From a very 

8 Tbid., at c. 5. 

%® See Katona, Psychological Analysis of Economic Behavior, c. 9 (1951). 

“© Coe, Motives for a New Order, 16 The World Tomorrow 349 (April, 1933). 
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different vantage point, it might be useful to examine actual group inter- 
action and group decision-making within the top management of corpora- 
tions. Also it must not be forgotten that the executive is also a member of 
other groups in the community, many of which may also help shape his 
motivations and attitudes. Almost nothing has been done in applying the 
approach and methods that the sociologist and social psychologist have 
developed for analyzing group membership, roles, and values. Interview- 
ing designed to get at the question of executive motivation has been gen- 
erally spasmodic, peripheral, and unsystematic; “content analysis” of the 
vast amount of material found in business journals, trade papers, ‘‘com- 
pany books,” and executives’ speeches has not yet been attempted on any 
large scale; hundreds of existing case-studies of firms and industries, and 
the equally numerous biographies of business leaders, have not yet been 
“mined”; and explorations in entrepreneurial history are just beginning. 
If a more realistic knowledge of managerial motivations is important to 
our better understanding of business operations, public policy, and eco- 
nomic theory, much work lies ahead. 





THE SEC PROXY PROPOSAL RULE: THE 
CORPORATE GADFLY 


Frank D. Emerson* AND FRANKLIN C. Latcoamt 


T IS HARDLY CONCEIVABLE today that any large proportion of share- 
| holders in one of our publicly held corporations could attend a stock- 
holders’ meeting. The participation by the shareholders in the af- 
fairs of their corporation is, therefore, effectively limited to their vote 
upon matters presented to them through the proxy machinery. Congress 
has delegated to the Securities and Exchange Commission the duty of 
regulating the solicitation of proxies, at least in respect to securities regis- 
tered on a national exchange and certain others.’ The SEC has attempted 
through its proxy regulation? to insure that anyone who solicits proxies, 
whether management or an outside group, must supply the security holder 
with adequate information so that he may exercise an informed judgment 
in voting his shares. 

Any shareholder attending an annual meeting would, of course, want to 
receive complete information on a matter before voting on it. He might 
also want to offer proposals of his own for consideration by his fellow 
security holders. He is afforded such an opportunity in the proxy regula- 
tion through the proposal rule.’ Stated generally, the rule gives a security 
holder the privilege of obligating the management to include in the man- 
agement’s proxy statement his proposal if it is a “proper subject for action 
by the security holders’’; and also, if the management opposes the pro- 
posal, a supporting statement of the proponent’s reasons for making the 
proposal together with his name and address. The purpose, therefore, of 
this article is to evaluate the proposal rule, now designated X-14A-8, 


* Interpretative Attorney for the Cleveland Regional Office of the Securities and Exchange 
Commission; Lecturer in Law (Securities), Western Reserve University Law School. 

t Associate Professor of Law, Western Reserve University Law School. The opinions ex- 
pressed in this article, and in particular those offered in connection with the prospects sug- 
gested for the proxy proposal rule, are the writers’, and not necessarily those of the Securities 
and Exchange Commission. 

1See § 14(a) of the Securities Exchange Act of 1934, 48 Stat. 895 (1934), 15 U.S.C.A. 
§ 78n(a) (1951), § 12(e) of the Public Utility Holding Company Act, 49 Stat. 823 (1935), 
15 U.S.C.A. § 791(c) (1951), and § 20(a) of the Investment Company Act, 54 Stat. 822 (1940), 
15 U.S.C.A. §§ 80-220 (1951). 

? The SEC proxy rules, designated Regulation X-14, consists of Rules X-14A-1 through 
X-14A-9 and Schedule 14A, Items 1 through 21. See 17 Code Fed. Regs. §§ 240.14a-240.14a-9. 

* The proxy proposal rule is Rule X-14A-8, formerly X-14A-7. 
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from the standpoint of its operation during the four years 1948-1951, as 
indicated by a survey conducted by the writers, and on the basis of these 
results and other pertinent developments, to reflect as to the rule’s pros- 
pects for stimulating more effective stockholder participation‘ and fuller 
realization of the goal of “Stockholder Democracy.’ 


Commission and Court Opinions 

While a variety of questions arises in connection with the application of 
the proposal rule,® the most perplexing problem is what constitutes a 
“proper subject for action by the security holders,” and is, therefore, a 
“proper subject” for a proposal under X-14A-8. An early release was 
directed to this question.’ In a Commission statement preceding the 
opinion which was the occasion for the release, and also in the opinion itself, 
it was stated that a “proper subject” is one relating ‘directly to the affairs 
of the particular corporation,” and concluded that proposals dealing with 
“general political, social, or economic matters” are not within the pro- 
posal rule.* The opinion also stated that, “‘speaking generally,” it is the 
purpose of the rule to place security holders “‘in a position to present pro- 
posals regarding matters of concern to their fellow security holders as such, 
in the corporation, that is, matters relating to the affairs of the company 
concerned as are proper subjects for stockholders’ action under the laws of 
the state under which it is organized.””® On these grounds proposals that 
(1) dividends paid shall not be subject to federal income tax where the in- 
come from which the dividends are paid has already been subject to cor- 

* See Emerson and Latcham, SEC Proxy Regulation: Steps Toward More Effective Stock- 
holder Participation, 59 Yale L.J. 635 (1950) and the writers’ Further Insight Into More 
Effective Stockholder Participation: The Sparks-Withington Proxy Contest, 60 Yale L.J. 


429 (1951). See also Friedman, SEC Regulation of Corporate Proxies, 63 Harv. L. Rev. 796 
(1950). 


5 The SEC has stated that its proxy rules “are probably the most useful of all the disclosure 
devices established by our various acts and represent an effective contribution to corporate 
democracy.” Report of the SEC, Proposal To Safeguard Investors in Unregistered Securities, 
H.R. Doc. No. 672, 79th Cong. 2d Sess. 18 (1946). The initial report has been supplemented by 
a second report, also transmitted to Congress. Exchange Act Release No. 4399 (Jan. 9, 1950). 


* Among the questions that may arise are those relating to the standing of beneficial owners 
who are not record owners to submit proposals, what constitutes reasonable notice of intent 
to present a proposal, and the extent of the activities a proponent who does not file his own 
proxy statement may carry on without being deemed to have engaged in illegal solicitation, all 
discussed in Emerson and Latcham, op. cit. supra note 4, at 433-37. Other questions concern 
the right of management to omit proposals submitted in bad faith or for the purpose of achiev- 
ing some ulterior objective unrelated to corporate affairs, considered in Emerson and Latcham, 
op. cit. supra note 4, at 667-68. 


7 Exchange Act Release No. 3638 (Jan. 3, 1945). 
*Ibid., at J 1. * Ibid., at ¥ 3. 
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porate income tax, (2) the antitrust laws and their enforcement be revised, 
and (3) all future federal legislation providing for representation of work- 
ers and farmers apply equally to investors, were held improper subjects.’® 
The opinion’s reference to state law pointed up an ambiguity in the rule,” 
which itself became the subject of a court decision in the Transamerica 
case,” as well as indirectly the subject of a recent proposal for amendment 
of the rule.” 

The proponent in the Transamerica case, John J. Gilbert,’* had in 
January, 1946, duly notified the Transamerica management of his inten- 
tion to present four proposals at its April 25, 1946, annual meeting. The 
proposals submitted, according to the Commission’s brief to the United 
States Supreme Court in opposition to Transamerica’s petition for certi- 
orari, were: (1) to have the independent public auditors of the company’s 
books elected by the stockholders; (2) to amend the by-laws to eliminate 
their requirement that notice of any proposed alteration or amendment of 
the by-laws be contained in the notice of meeting; (3) to change the an- 
nual meeting place from Wilmington to San Francisco; and (4) to require 
that a post-meeting report be sent to all Transamerica stockholders." 


1° Tbid., at § 2 and 4. 
Loss, Securities Regulation 537 (1951). 


SEC v. Transamerica Corp., 16 F. 2d 511 (C.A. 3d, 1947), cert. denied, 332 U.S. 847 
(1948). 


18 One of the proposed amendments announced January 31, 1952, would incorporate into 
the rule provision for exclusion of proposals “primarily for the purpose of promoting general 
economic, political, racial, religious, social or similar causes,’”’ and made no reference to con- 
siderations based on state law, presumably because of the decision on that phase in the Trans- 
america case, ibid. Other proposed amendments of the proposed rule under consideration pro- 
vide for amendment of the rules’ reasonable notice of intent to present a proposa! and its thirty 
day prima facie notice provisions so as to determine reasonableness by computing time from 
the date the prior proxy solicitation was made, rather than from the date of the prior security 
holders’ meeting. A third amendment proposed would amend the 100 words of reason para- 
graph to provide that the reasons need only be in support of the proposal and that specific 
“reasons” need not necessarily be advanced. See Exchange Act Release No. 4668 (Jan. 31, 
1952). The time for interested persons to comment to the Commission on these and other pro- 
posed amendments to the proxy rules was extended to Apri] 30, 1952, Exchange Act Release 
No. 4679 (Feb. 27, 1952). 

14 See infra p. 830. 


6 Gilbert made it clear in his communication to Transamerica that his purpose was not to 
prevent actual notice of such matters to the security holders, but to prevent management from 
exercising its asserted power to block action on security holders’ proposals by the technical 
device of excluding their proposals from the notice of meeting. Brief for the Respondent 
(SEC) in opposition to Transamerica’s unsuccessful petition for certiorari at 6. 


 Thid., at 6-7. The 1st and 4th proposals were adopted by the management after the litiga- 
tion without submitting them to the security holders. The 3d was submitted and adopted as a 
by-law amendment. The 2d was mooted by the circuit court’s opinion and therefore with- 
drawn. 
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When the management, in disregard of the Commission’s advice, mailed 
out its proxy statement without setting forth the four proposals,’” the 
Commission sought injunctive relief in the United States District Court.” 

While the district court adopted Transamerica’s view that its “notice” 
by-law was valid under Delaware law, it held that there was nothing in 
Delaware law, or the company’s charter, or by-laws, requiring notice of 
the auditor proposal, for the reason that it was in the form of a proposed 
recommendation or suggestion from the security holders to the manage- 
ment, and was not offered as a proposal to amend the by-laws.’® The Third 
Circuit, on the other hand, adopted the Commission’s view as to inappli- 
cability of the “notice” by-law as a ground for excluding any of the pro- 
posals. It reversed the district court, and ordered resolicitation, being of 
the opinion that the proposals had as their subjects, matters “in respect 
of which stockholders have the right to act under the General Corpora- 
tion Law of Delaware.’ 

Although the Third Circuit also had “no doubt” that the proposal rule 
represented “‘a proper exercise of the authority conferred by Congress on 
the Commission,” it left undrawn the precise line of authority between 
security holders and directors from the standpoint of the permissible scope 
of security holder proposals under the law of the state of incorporation.” 
However, some conclusions may nevertheless be drawn and should be of 
assistance. Thus, if it is clear as a matter of state statutory or common 
law that a given subject matter is one exclusively for the directors, a pro- 
posal for amendment of the by-laws or code of regulations in the given 
area would appear to be barred.” Similarly, if the corporate charter or ar- 
ticles of incorporation, or the by-laws or regulations, specifically restrict 
a subject matter to director action, stockholder proposals in the area 
would be barred. However, a stockholder proposal that the charter or ar- 
ticles or by-laws or regulations be amended to permit stockholder action 


17 Gilbert’s proposals were described in the proxy statement under the provisions of the 
Schedule 14A item relating to disclosure of other matters. However, Gilbert’s words of reason 
were not included, not were security holders afforded an opportunity by the management’s 
form of proxy to vote on the proposals. Ibid., at 7. 

18 SEC Litigation Release No. 339 (April 16, 1946). 

1® See SEC v. Transamerica Corp., 67 F. Supp. 326 (D. Del., 1946). 


% SEC v. Transamerica Corp., 163 F. 2d 511, 518 (C.A. 3d, 1947). The case is discussed in a 
Note, Permissible Scope of Stockholder Proposals under SEC Proxy Rules, 57 Yale L.J. 874 
(1948). 


™ Note, ibid., and see Note, Stockholder Participation in Corporate Affairs, 37 Va. L.R. 
595 (1951). 


® Loss, op. cit. supra note 11, at 528. 





1952] PROXY PROPOSAL RULE 811 


in the area would certainly be permissible.” And, furthermore, if under 
state law the given subject matter is exclusively one for director action, a 
proposal that the security holders recommend or suggest that the direc- 
tors consider, or actually take, a desired action would appear well within 
the permissible area of proper subject matters.” 

It has been suggested that, if a security holder has drawn his proposal 
as a recommendation or suggestion for director consideration or action 
rather than as a by-law amendment,” the rule of the Transamerica case, 
involving as it does the spirit of the parent Exchange Act and the intent 
of Congress in adopting it, designates as a “(proper subject”’ for security 
holder action any matter, stated generally, which is “reasonably related 
to the business affairs or management of the company.”” However, this 
proposition raises the question of what proposals are to be regarded as 
“reasonably related to the business affairs or management of the com- 
pany.”’ Furthermore, aside from somewhat narrowing the proposal area to 
“business affairs or management,”’ this suggestion is essentially a restate- 
ment of the proposal rule requirement of “a proper subject for action by 
security holders.” But general definitions of this type are frequently not 
too helpful in solving specific fact problems. Consequently, the writers 
have surveyed all proposals carried in management proxy statements dur- 
ing the four-year post-Transamerica period of 1948 through 1951 in an ef- 
fort to determine what proposals have in practice been included in man- 
agement’s proxy statements as apparently “proper subjects.” 

* For an example of a security holder proposal that the by-laws be amended to restore 
by-law amendment powers to the security holders, see Montgomery Ward & Co. 1950 proxy 
statement. The proposal it contained reads: “Resolved, that the stockholders of Montgomery 
Ward & Co., Incorporated, recommend that the Board of Directors give consideration to 
amending the By-Laws-(or Articles of Incorporation) so that the shareholders shal! have the 
power to make, alter, amend, or repeal the By-Laws of the Corporation.’”’ And cf. the 2nd 
Transamerica proposal, supra. 

™ This position accords with the Commission’s practice of permitting the proposal rule to 
be used as a means for the security holders, the owners of the enterprise, to make known to 
their elected representatives, the directors, their views regarding the company’s affairs. Loss, 
op. cit. supra note 11, at 539. 

% A significant concomitant of a recommendation or suggestion proposal is that it would 
ordinarily be deemed to have carried, if it received a mere plurality of the votes cast as op- 
posed to a requisite majority of all shares outstanding. Thus the 1950 Sparks-Withington Co. 
proxy statement contained three proposals, one drawn as a proposed by-law amendment and 
the other two not so drawn. All three received approximately 53% of the vote cast but less 
than a majority of the shares outstanding. The proposed by-law amendment (for security 
holder election of auditors) failed, while the other two recommenda i 
posals were declared carried. Of course, recommendations 
are not binding upon the directors, but they express, nonetheless, the views of the voting 
security holders. 


™ See Caplin, Proxies, Annua] Meetings, and Corporate Democracy, 37 Va. L.R. 653, at 
671, and 672-78 (1951). 
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Survey of 1948-1951 Proposals 

Before discussing the results of the survey of the four post-Transameri- 
ca years, a brief over-all comparison with the four pre-Transamerica years 
will be helpful.?” Of the 6,380 management proxy statements filed with the 
SEC in the pre-Transamerica period, only 91 or 1.4 per cent carried a se- 
curity holder proposal, and they contained a total of 135 security holder 
proposals presented by 56 different proponents.” In the post-Transameri- 
ca period, of the 6,755 management proxy statements filed, only 177 or 
2.7 per cent contained such proposals, and they carried 286 proposals by 
71 proponents.” It is apparent, therefore, that the proposal rule itself has 
not operated generally as an instrument of harassment of companies sub- 
ject to the proxy rules, but that there has been, on the other hand, some 
growth in use by security holders of the privilege it affords them. 

Turning to the four years surveyed,*° it was found that the 177 manage- 

37 Since the proposal rule was not expressly codified, as such, until 1943, Exchange Act 
Release No. 3347 (Dec. 8, 1942), the four pre-Transamerica years of 1944 through 1947 and 
the four post-Transamerica years of 1948-1951 represent practically the entire period, or eight 
of the nine years, during which the rule has been in effect. For discussion of the treatment of 
proposals during the five year period 1935-1940, see Dean, Non-Compliance With Proxy 
Regulation-Effect on Ability of Corporation to Hold Valid Meeting, 24 Cornell L.Q. 483, 


499-500 (1939). And see also Exchange Act Release No. 2376 at 3 (Jan. 12, 1940) for a prede- 
cessor of the proposal rule. 


*8 15 SEC Annual Report 48-49 (1950): 


Number of management proxy statements con- 
taining security holder proposals 


1 38 91 
. : i 2.3%) 1.4%) 
Mantes chenasity Gites peapeieis cnitetastte Gon O.4% 
management proxy statemen 


% (2 0%) (1 7%) (2 1%) 
Net number of security holders whose : ; —— “tT 
were so 


17 9 13 56 
(1.0%) (0.5%) (0.8%) (0.8%) 


*® Figures for 1948 and 1949 are from 16 SEC Annual Report 42 (1951), and 1950 and 1951 
are based on the latter two years of the writers’ four year survey: 


Item 
Proxy statements filed by management 


Number of management proxy statements con- 
taining security holder proposals 


(2 6%) (3 i (Q2 2%) 2 1% 
Number of security holder proposals contained roar ” : (2.7%) 


(4 1%) (Ss 6% ) (3 6%) (4 7%) 
. 0. . ° 
Net ber of security holders whose proposals 

were eo euariod, enth counted but once 


21 17 15 71 
(1.2%) (1.0%) (0.9%) (1.0%) 


%° The method of surveying the 102 companies’ proxy statements was: Between December 
14 and 21, 1951, an individually typed form letter was mailed to each of the 102 company presi- 
dents. The letter, after advising of the undertaking of the survey, noted that specified proxy 
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ment proxy statements containing 286 proposals involved 102 different 
companies, and that 10 of the 102 were among the 58 in the country with 
assets of more than one billion dollars.** The companies involved include 
our largest and most influential corporations whose lawyers and manage- 
ment in large measure set the pattern of corporate and economic life in the 
United States. Moreover, the social implications of the proposal rule are 
in any event vast, for it affords a medium for molding corporate policy and 
practice toward social objectives much more rapidly than can be hoped for 
through legislation because of the traditional “lag” of the law. The differ- 
ence is one of weeks, months, or a few years as compared to decades or 
generations. 


Subject Analysis 

Transamerica-type. A convenient starting point is the post-Transamerica 
experience of presentation in other proxy statements of the three original 
Transamerica proposals, (1) security holder selection of auditors, (2) place 
of holding security holder meetings, and (3) post-meeting reports to 
security holders of the proceedings had at the security holders meetings. 
These three proposal subjects accounted specifically for a total of 69 or 
virtually 25 per cent of the 286 proposals presented in the four year 


statements of the company addressed were included among the management proxy statements 
of 102 companies which had carried a security holder proposal during the four years 1948-51. 
A request was then made for a copy of the proxy statements involved, a specification of the 
vote for and against the proposals, and comments regarding the proposal! rule. Confidential 
treatment of comments, if requested, was assured. Of the 102 companies, 84 had furnished 
their proxy statements, in most instances with the votes for and against, and in some cases 
with comments, by January 24, 1952. On or about that date a follow-up letter was written to 
the remaining 18 companies advising of the per cent of responses and renewing the requests 
made over a month earlier, with the result that 10 more companies responded. The ultimate 
balance of the proxy statements (8 companies) was borrowed from a private individual (4 
proxy statements) or purchased from the SEC at the 10 cent per page photocopy rate pre- 
scribed in Securities Act Rule 121 (4 proxy statements). Actually, due to the slowness of 10 
of the last 18 companies in responding and the failure of 8 of them to respond at all, it was 
necessary in the interests of time to purchase a total of 26 proxy statements from the SEC, 
after having borrowed 17 from the private individual referred to. 


31 The ten companies with assets of one billion dollars or more in order of their size: Ameri- 
can Telephone and Telegraph Co. (11.5 billion), Standard Oil Co. (N.J.) (4.1 billion), General 
Motors Corp. (3.4), U.S. Steel Corp. (2.8), Pennsylvania R. Co. (2.3), E. I. duPont de Nemours 
(1.9), Consolidated Edison Co. of N.Y., Inc. (1.6), Texas Co. (1.4), Bethlehem Steel Corp. 
(1.3), and Marine Midland Corp. (1.2). See New Corporate Giants Join Billion Dollar Club, 
Cleveland Press, p. 18, cols. 3 and 4 (June 13, 1951), reflecting the results of a United Press 
survey. On achievement of social and economic objectives through mandatory consulta- 
tion of the representatives of the corporate giants with government see Fischer, The Lost 
Liberals, 194 Harper’s Magazine 385 (1947), reprinted in a note: Are There Wider Responsi- 
bilities in Berle and Warren, Cases and Materials on the Law of Business Organization 
(Corporations) 1102-11 (1948). There is an insignificant discrepancy of one between the survey 
total of 176 management proxy statements carrying security holder proposals, and the supple- 
mented official total of 177, shown op. cit. supra note 29 due to the different manner of count- 
ing December filings covering January and February meetings. 
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period,® and another 24 or 8.3 per cent of the proposals dealt with closely 
kindred subjects varying but slightly from the three original Transamerica 
proposals.** Fully one third of the 286 proposals were essentially of the 
Transamerica type. 

Tabulated as kindred to the original Transamerica proposal for security 
holder election of auditors were those calling for the presence at security 
holder meetings of a representative of the auditing firm in order that se- 
curity holders’ questions from the floor might be answered, the conducting 
of a detailed rather than a general audit, and the selection of an auditing 
firm other than the one engaged by management. Similar to the Trans- 
america proposal for the holding of security holder meetings at a central, 
readily accessible city, rather than at the city where the statutory office 
was located, were proposals for regional meetings of security holders, rota- 
tion of the meeting place, full discussion at meetings, and the calling of a 
special meeting. Of the same general scope of the Transamerica proposal 
for post-meeting report were those made so as to facilitate preparation 


® The break-down, with results of voting where furnished, is: 







Unver 3% 3% ann Over 





. |Toi%| 1-2% | 2-3%| 35 5-8 8-10 | 10-50 | 50+ 


3% anp Over 


3-5 5-8 | 810 | 10-50 | 50%+ 











i 0 0 1 1 
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0 0 0 0 
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i 1 0 0 0 
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*% Thid., item # 1. 
% Tbid., item # 2. 
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of a post-meeting report and that the post-meeting report furnished in the 
future identify the speakers at the security holder meeting.” 

Not revealed by the facts and figures stated is a clear trend, beginning 
even before the Transamerica case, toward security holder selection or ap- 
proval of auditors, for the SEC has, in recent years, reported an ever in- 
creasing number of proxy statements carrying management proposals for 
security holder selection or approval of auditors.*” Moreover, two of the 
nine security holder proposals for security holder selection of auditors car- 
ried, but neither was opposed by the management.** But management 
persists in resisting proposals*® not to meet in such places as Hoboken,“ 
Wilmington,“ Flemington,“ or Watertown,* instead of such cities as 
New York City or Cleveland despite lampooning in the New Yorker,“ and 
criticism in the New York Times.“ The 37 post-meeting report proposals 
were opposed in virtually every instance, notwithstanding the fact that 
a long and impressive list of companies have for a number of years fol- 
lowed such a practice.“ 

Cumulative Voting. Cumulative voting, directors, dividends, and execu- 
tive or employee remuneration accounted in the aggregate for another 
150, or fully 52 per cent of the 286 security holder proposals.*’ The most 

* Ibid., item # 3. See, e.g., Standard Oil Co. (N.J.) 1948 and 1950 stenographic 


of its annual meetings. For current comment, with “gay and trenchant” cartoons,.on annual 
meetings, see 45 Fortune Magazine at 108 (March 1952). 

3716 SEC Annual Report 42 (1951) shows 296 such management proposals in 1945; 304, 
1946; 312, 1947; 365, 1948; and 381 in 1949. 


+8 See Robt. Ries & Co. 1949 proxy statement. The vote was 97% in favor of the security 
holder proposal. See also Trans-Lux Corp. 1951 proxy statement. Here the same proposal 
drew 98% of the shares voted. 


%* See Gilbert, 12th Annual Report of Stockholders Activities at Corporation Meetings— 
1951 at 3-12 (1952). 

See U.S. Steel 1951 proxy statement. 

“ Coty, Inc., Coty Internat] Corp. and Valspar Corp. 1951 proxy statements. 

“ American Tobacco Company and Republic Steel Corp. 1951 proxy statements. 

“ F. W. Woolworth Co. 1951 proxy statement. 

“ Logan, Profiles: Hoboken Must Gol, 27 The New Yorker at 34 (March 17, 1951). 

“ N.Y. Times (editorial page) p. 26, col. 4 (April 12, 1950). 

“ Gilbert, op. cit. supra note 39, at 20-32. A substantial number of the companies surveyed 
who furnished information as to the vote for and against the security holder proposals carried 
in their proxy statements did so by supplying copies of their post-meeting reports. 

4? The following table covering these proposals includes the results of voting, where furnished: 
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frequently proffered of all the proposals submitted was cumulative voting, 
itself the subject of 58 or 20% of the 286 proposals surveyed.“ Typical 
of them and the supporting words of reason ordinarily used is the follow- 
ing: 

Resolved that at all elections of directors, the stockholders shall have the right of 
cumulative voting, that is to say each stockholder shall be entitled to as many votes as 
shall equal the number of votes which he would be entitled to cast for the election of 
directors with respect to his shares of stock, multiplied by the number of directors to 
be elected, and he may cast all of such votes for a single director or he may distribute 
them among the number to be voted for, or any two or more of them as he may see fit. 

Reasons: Cumulative voting is mandatory in 19 states, as well as at all national 


banks, It is permissible in 16 additional states including Maryland in which Fairchild 
is incorporated.” 


Although a recent study of cumulative voting concludes generally 
“that a powerful case can be made for management support of proposals 
to extend cumulative voting,” they were invariably opposed by manage- 
ment.” In many instances, a particularly persuasive argument made for 
proposing cumulative voting was that the company, for the purpose of 
electing directors, classified them into two or more panels with terms ex- 
piring in successive years, with the result that two or more years, depend- 
ing on the number of classes or panels, would be required in order to un- 


“ Tbid., item # 1. 


** Fairchild Engine and Airplane Corp. 1951 proxy statement. While management is not 
required to afford the proponent more than 100 words in support of his proposal, there have 
been several recent instances of voluntary inclusion of more than 100 words. See 1949 Argus, 
Inc. (now Argus Cameras, Inc.) proxy statement (108 words); Air-Way Electric Appliance 
Corp. 1948 proxy statement (184 words); General Motors Corp. 1951 proxy statement (135 
words); Kaiser-Frazer Corp. 1949 proxy statement (102 words); and Republic Steel Corp. 
1950 proxy statement (130 words). Proponents of more than one proposal! are entitled to at 
least 100 words per proposal irrespective of whether the additional proposals are submitted for 
inclusion in the same or different proxy statements. A generally similar English statute 
affords 1,000 words. See British Companies Act, 10 & 11 Geo. VI, c. 47, § 3(1)(b) (as amended, 
1947). 


6° Williams, Cumulative Voting For Directors 184 (1951). See also Young, The Case for 
Cumulative Voting, [1950] Wis. L. Rev. 49, Axley, The Case Against Cumulative Voting, 
[1950] Wis. L. Rev. 278, and Cole, Legal and Mathematical Aspects of Cumulative Voting, 
2 S.C.L.Q. 225 (1950). 


® Representative of the management opposing statements is the following: “After careful 
consideration your Board of Directors recommends to the stockholders that they vote against 
this proposal. A board of directors should manage the affairs of the corporation in the inter- 
est of all stockholders. A director elected only because of a cumulative voting provision repre- 
sents an individual stockholder or a small group of stockholders. This would tend to pro- 
duce a board composed of rival factions rather than one designed to obtain the best results of 
all stockholders. Unless contrary instructions are noted thereon, it is accordingly intended 
to vote all proxies against the amendment of the By-Laws of the Corporation to provide for 
cumulative voting in all elections of directors, in the event this matter is properly brought 
before the meeting.” Fairchild Engine & Airplane Corp. 1951 proxy statement. 
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seat an incumbent majority.” It is not unprecedented, however, for man- 
agement directors to support security holders’ proposals for cumulative 
voting even though the majority of directors opposes. The “‘stagger sys- 
tem’ has also been attacked directly by proposals to elect all directors 
annually. Five proposals, involving five different companies, urged annual 
elections of all directors. 

Directors. Proposals relating expressly to directors have involved a 
variety of matters.% Seven of them called for women directors, four hav- 
ing been proposed by the Federation of Women Shareholders in American 
Business, Inc., and three by individual women.” At American Radiator 
and Standard Sanitary, the women’s shareholder group urged in 1950, in 
its 98 words of reason, that: 


Larger proportion of our company’s products go into the home or are used by wom- 
en in a competitive market. Company research and development work should benefit 
by woman’s angle. A qualified woman on our Board would give better representation 
to women’s equity in our company, tend to increase investment appeal since more 
women than men are stockholders in many major companies. Asked to consider a 
woman for the Board by the Federation of Women Shareholders in American Business, 


® The so-called “‘stagger’’ system obtains, as indicated by their proxy statements for the in- 
dicated year, at the following companies and to whose managements proposals for cumulative 
voting were submitted: American Can Co. (1951), American Gas and Electric Co. (1951), 
American Radiator & Standard Sanitary Corp. (1951), Bethlehem Steel Corp. (1951), Corn 
Products Refining Co. (1951), Internat’] Salt Co. (1950), Nat’] Biscuit Corp. (1951), Nat’! 
Dairy Products Corp. (1951), Phillips-Jones Co. (1950), Radio Corp. of America (1951), and 
United Stores Corp. (1951). 


53 Internat’! Telephone & Telegraph Co. 1948-1951 proxy statements (3 directors refrained 
from voting), Jacob Ruppert 1949-1951 proxy statements (2 directors favored cumulative 
voting), and Western Union Telegraph Co. 1948-1951 proxy statements (1 director, who in a 
prior year had been a proponent, favored). 

Apart from the proposal rule, Item 3(a) of Schedule 14A requires management to give in the 
proxy statement the name of any director who has informed the management in writing that 
he intends to oppose any action intended to be taken by management, and to indicate the 
action he intends to oppose. For an-example of a 1951 proposal to restore cumulative voting 
after a 1950 voting of management stock in favor of abolishing cumulative voting and without 
soliciting other security holders proxy on the matter, see Coty, Inc. (1951) proxy statement. 
Coty did not furnish the results of voting, nor did Coty Internat’. 


4 See text at note 52 supra. See also as to cumulative voting, Gilbert, 12th Annual! Report 
of Stockholders Activities at Corporation Meetings—1951 at 57-65 (1952). 


% See American Gas and Electric Co. 1951 proxy statement, Atlantic Refining Co. 1951, 
Follansbee Steel Corp. 1950, Internat’! Salt Co. 1950, and R. Hoe & Co., Inc. 1950. Two of 
these proposals drew a 2 to 3% favorable vote, one 8 to 10%, and a fourth, Follansbee, 18%. 


* For general tabulation of the voting on these proposals, see supra note 47, item # 2. 


5? For F.W.S.A.B., Inc. proposals, see American Radiator & Standard Sanitary Corp. 1950 
and 1951 proxy statements, Alex. Smith & Sons Carpet Co. 1950, and Borden Co. 1951. For 
such proposals by other women, see American Telephone & Telegraph Co. 1951, and Bayuck 
Cigar, Inc. 1950 and 1951. 
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Inc. at the last annual meeting, no action has been taken by our directors. Stockholders 
ask for more outside directors. 


To this type of argument the typical management reply was that, 
“apart from the questionable validity of the proposal, it is unnecessary 
because the by-laws already permit election of women as Directors, and it 
is unwise and unsound because qualification for the office of Director 
should rest upon competency, and not upon any discriminatory charac- 
teristic such as sex, or color, or race, or creed.’’®* 

Another recurring variety of proposal affecting directors was contained 
in seven proposals seeking to require stock ownership by directors or offi- 
cers, at least 100 shares being called for in four instances.” Still other pro- 
posals affecting directors provided for: abolishing the post of chairman of 
the board," a preferred stock nominee,” questioning at security holders’ 
meetings of nominees,® “outside ‘nominees’ ,’””** barring director’s relatives 
from handling the company’s publicity and advertising,® and banning 
indemnification of directors.* 

Doubtless the most far reaching of all the proposals pertaining to direc- 
tors was contained in the Illinois Central R.Co. 1949 proxy statement. It 
suggested a procedure for stockholders to nominate by petition a slate of 


5 American Radiator & Standard Sanitary Corp. 1950 proxy statement. At A.T. & T., 
the words of reason pointed out that millions of women are “telephone subscribers and 
telephone operators,”’ that a member of the FCC is a woman, that Western Union and Nat’) 
Broadcasting Co. recently put women on their boards, and that the proposal “for a woman 
on our Board was ‘seconded’ by four men, including a union representative, at stockholders’ 
annual meeting two years ago.”” American Telephone & Telegraph Co. 1951 proxy statement. 
The Bayuck Cigar Co. proposal for a woman director made reference to “feminine prejudice 
against cigar smoking.” 

5* American Radiator & Standard Sanitary Corp. 1950 proxy statement. 

* American Beverage Corp. 1949 (annual and special meetings) proxy statements, Ameri- 
can Gas & Electric Co. 1951, and Universal Pictures, Inc. 1949. Ownership of 1000 and 2000 
shares were called for in two other proposals, Bethlehem Stee] Corp. 1949 (annua! meeting) 
and Sparks-Withington Co. 1950. The other stipulated stock ownership equal to earnings for 
past three years, New England Electric System 1951. All but the latter drew more than 3% 
of the shares voted, and the Sparks-Withington Co. proposal was declared carried with a 53% 
majority. A reason urged in support of the proposal at Bethlehem was, “Since owners take 
the brunt of any financial or social, or governmental! reaction against the Corporation they 
should exercise a greater influence in forming its policies and directing the execution of same.’’ 
Ibid. 

® Missouri-Kansas-Texas R. Co. 1951 proxy statement (4% favorable vote). 

® Atlantic Gulf & West Indies S.S. Lines 1950 and Pittsburgh Stee] Co. 1949 proxy state- 
ments (1 and 14%, respectively, favorable vote). 


*§ A. Hollander & Son, Inc. 1950, McCrory Stores Corp. 1950 (less than 2% favorable 
vote), and D. A. Schulte, Inc. 1950 proxy statements. 


*4 Standard Oil Co. (N.J) 1950 proxy statement (over 2% favorable vote). 
® Willys-Overland Motors, Inc. 1949 (nearly 5% favorable vote). 
® Texas Co. 1948 (over 1% favorable vote). 
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opposition, or stockholder, nominees. The proposals were: nominatio: by 
signators owning of record 5,000 shares, inclusion in the management 
proxy statement of information such as required by the SEC as to nomi- 
nees, with 100 words giving the nominees’ qualifications, and opportunity 
to vote for the candidates by means of appropriate boxes to be carried in 
the management form of proxy. The supporting words of reason asserted 
that the proposal ‘“‘seeks to give the common stockholder some effective 
power of initiative in the choice of directors without having to bear the 
whole expense of solicitation as individual candidates while management 
candidates have their solicitation expenses paid by the company.” It was 
added that “i]t seeks to provide an alternative to the one ticket type of 
election which has become characteristic of all too many large corpora- 
tions.’”®” 

Dividends. Dividends, notwithstanding a widely professed contrary 
theory as to stockholders’ principal interests, were the subject of only six- 
teen proposals which were carried in the management proxy statements of 
fifteen different companies.** Six of the proposals, made by the same pro- 
ponent, were, with one exception, identical in providing that ‘‘the stock- 
holders . . . recommend that the Board of Directors give consideration to 
reducing salaries of officers, executives, and directors who receive more 
than $25,000 per year when the earnings of the company have been re- 
duced or dividends have been reduced.’ There were three other similar 
proposals by two other proponents relating to the dividend-salary policies 
of two other companies, one of which, made in connection with the passing 
of a dividend, was “[t]hat until a dividend of not less than $1.60 per share 
per annum is declared by the corporation, the salaries of the President and 
Vice President shall be reduced to $40,000 and $20,000 per annum, re- 
spectively, and that the salaries of other officers of the Company be re- 
duced proportionately until such time as such dividend is declared, and 
that these salaries shall not be increased unless the dividend of the stock- 

*? The Commission in 1942 proposed a similar broadening of the proposal rule, Exchange 
Act Release No. 3347 at 2 (Dec. 18, 1942), but the Congressional inquiry followed and it was 
not adopted. Recently the suggestion was reiterated. See Caplin, op. cit. supra note 26. The 
Illinois Central proposal received between 8 and 10% of the vote cast. 

For a thoughtful article, with a provocative suggestion, concerning proxy contest expenses 
ee Col. L.R. 951 

* Supra note 47, item # 3. 


® The exception which referred only to dividends and not to earnings was the proposal 
carried in the proxy statement of the American Telephone and Telegraph Co., which has for 
years paid a $9.00 dividend. For the other five proposals, see the following proxy statements: 
Gimbel Brothers, Inc. 1950; Montgomery Ward & Co. 1950; Paramount Pictures Corp. 1950; 
20th Century Fox Film Corp. 1950; and Loew’s Inc. 1950. 
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holder is also increased.”’”° The second of the dividend-salary proposals, 
also keyed to the passing of dividends, was that, if in any year the divi- 
dends on the capital stock of the corporation shall be suspended, and shall 
continue suspended for two dividend periods, the salaries of the major of- 
ficers should be reduced to a maximum of 50 per cent of the salary then 
existing.” Another dividend proposal called for relating dividends and 
payments to the management profit sharing bonus plan so that payments 
into the bonus fund would be made on the basis of 10 per cent of cash divi- 
dends paid to the common stockholders.” Elsewhere it was proposed to re- 
late dividends to incentive compensation and preferred stock sinking fund 
payments.”* 

The remaining five dividend proposals struck directly at dividend poli- 
cy.” One called for a special dividend of such funds as were available in 
the amount of $10 per share.” Another, pointing, inter alia, to earnings of 
approximately $90 a share from 1941 through 1948 proposed that “‘it is the 
sense of this (security holders’) meeting that the plowing back of further 
earnings is not warranted and the directors should give immediate con- 
sideration to the prompt resumption of dividend payments out of sur- 
plus.”’* A uniform basis of paying dividends has also been urged, the pro- 

% The Brooklyn Union Gas Co. 1948 proxy statement. 


™ The proposal further provided that the salary reductions should continue until such 
time as dividends should be resumed and continued for at least four dividend periods, it 
being understood specifically that salary “‘reinstatements”’ should be made at the end of the 
period, and begin to accrue at that time. See A. Hollander & Son, Inc. 1949 proxy statement 
(votes not furnished). The third such proposal was for a 25% officer salary cut effective until 
common stockholders had received $1.25 a quarter for 18 months. See Illinois Central R. Co. 
proxy statement (4.85% favorable vote). 


™ Reynolds Metal Co. 1950 proxy statement. The proposal received a 16% favorable vote. 


78 The proposal requested that the directors amend the Incentive Compensation Plan to 
provide that no incentive compensation be payable’ until deduction had been made for all 
preferred dividends and sinking fund requirements and payment of not less than $1.00 a share 
on common, Willys-Overland Motors, Inc. 1950 proxy statement. There was a more than 5% 
favorable vote on the proposal. 


74See on stockholder actions directed at dividend policy, Ballantine, Corporations 550- 
602 (1946). 


™ The proposal likewise sought reduction of capitalization or share stated value. The words 
of reason made reference to the directors expressed “intention of purchasing a wholly unre- 
lated business’’ as an indication of “unneeded funds . . . available for distribution to stock- 
holders,” “a balance of $12,780,296 of funds previously authorized for retirement of shares,”’ 
and possible ‘“‘violation of the provisions of the internal revenue laws against accumulations”’ 
with resultant “severe penalties” if the proposed distribution were not made. See Pullman 
Incorporated 1949 proxy statement. Slightly more than a 5% vote for the proposal was 
recorded. 


Illinois Central R. Co. 1949 proxy statement. For references to two other proposals 
carried in the same proxy statement, see text and note at note 67 supra and text and note at 
note 71 supra. 
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posals being “(t]hat . . . dividends shall be paid on the Common Stock in 
an amount equal to one half of the Net Profits for each year, provided the 
Net Current Assets exceed the Net Current Liabilities by the ratio of four 
{dollars of] Current Assets to one [of] Current Liabilities.’’”’ In the Kaiser- 
Frazer 1949 proxy statement there was a security holder proposal advo- 
cating a policy that a substantial portion of the net earnings, when, as, 
and if earned, after December 31, 1948 be used to pay regular quarterly 
dividends.”* A most interesting proposal, because submitted by a corpo- 
rate proponent, the Graham-Newman Corporation of 120 Wall Street, a 
registered management, open-end, non-diversified investment company, 
stated, “Resolved that the stockholders of New Amsterdam Casualty Co. 
disapprove the dividend action of the Board of Directors as inadequate.” 
In the Graham-Newman supporting words of reason, the New Amsterdam 
directors’ $1 dividend was described as “unduly niggardly.””® 
Remuneration. Although salaries were not sought to be reached direct- 
ly by security holder proposals, except by means of suggestions for reduc- 
tions in periods of reduced dividends,® executive bonuses and other con- 
tingent additional remuneration, and executive retirement plans were 
the subject of a wide range of proposals, numbering in all 45 (15% of 
the 286 proposals) and involving 21 companies. Eight of these proposals, 
six of which were made by the same proponent, were directed at five 
companies, one of whom, Bethlehem Steel Corporation, was the re- 
cipient of the same proposal in each of the four years surveyed. The 
proposal was a “‘request that the executives who are entitled to Special 
Incentive Compensation under Article X of the Amended Certificate 
of Incorporation of the Corporation resume the practice of waiving 
payments of certain amounts, as in 1945 and in certain prior years dur- 
ing World War IT.’’* In the 1948 supporting statement, the proponent 
™ See American Hide and Leather Co. 1948 proxy statement. The purpose of the pro- 


ponent’s provision for a 4 to 1 ratio of current assets to current liabilities was, of course, to 
allow management adequate working capital. 20% of the shares voted were for the proposal. 
78 The words of reason made reference to earnings of $4 and $2 a share in 1947 and 1948, 
overcoming of initia] losses, and more than adequate earned surplus, working capital, and 
cash positions at December 31, 1948. It was also said, ‘The Company spends huge sums on 
advertising to create goodwill—it pays banks their interest. But how about the stockholders, 
the owners of the business? Isn’t their goodwill important?” There was a 21% favorable vote. 
79 Graham-Newman also asserted that “average earnings justify a $2 [100% larger] divi- 
dend, giving us a standard and appropriate return of 4%.” See New Amsterdam Casualty 
Company 1948 proxy statement. The vote in favor of the proposal was 29% of the vote cast. 
8° See supra pp. 819 to 820. 


8! See infra pp. 830 to 832. See note 47, item # 4 supra, for tabulation of results of voting on 
remuneration proposals. 


* Bethlehem Steel Corp. 1948 proxy statement. 
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asserted that executive compensation had increased by $727,631 over 
the previous years “‘to $2,209,744,”’ and that “yet even as late as 1947 
management has deemed it wiser to pay stockholders no extra cash 
dividends as money is needed for other corporate purposes.” Refer- 
ences were also made to the receipts of Bethlehem’s and U:S. Steel’s 
board chairmen and presidents, it being asserted that Bethlehem’s 
“Grace received $293,279—similar occupant at U.S. Steel $106,700. 
Bethlehem’s President received $239,399 vs. $154,800 at U.S.’’®* 

At DuPont and General Motors the same proponents sought to hold 
bonuses to 100 per cent of base pay or salary. The proposal to GM carried 
a further suggested bonus ceiling of $120,000 per annum, reference being 
made in the words of reason to the GM president’s 1949 $201,000 salary 
and $308,021 bonus, and the DuPont president’s total compensation of 
$427,333, and that of seven of his vice presidents each in excess of 
$250,000.** 

Other proposals have been made to place ceilings on executive bonuses, 
the most notable relating to the American Tobacco Co.™ One 1948 proposal 
sought to achieve the objective by a ceiling on the number of American 
Tobacco senior vice presidents, to be set at five, and a companion pro- 
posal urging an incentive compensation ceiling of $200,000 for the presi- 
dent and $150,000 for senior vice presidents. The supporting reasons said 
that “levels of executive compensation are far too high even after allowing 
for current taxation.” It compared American Tobacco’s directors’ and of- 


%? The Bethlehem management footnoted the comparisons made by the proponent to the 
effect that it “does not assume any responsibility for the accuracy of the statements with regard 
to United States Steel Corporation contained in this paragraph,’”’ but did not undertake to 
contradict them. While the proponent, of course, stated his position in not in excess of 100 
words, amounting here to approximately 7 lines in each of the 4 years, Bethlehem in 1948 took 
approximately two pages to explain its opposition to the proposal. Comparable prolixity will 
be found in their 1949, 1950, and 1951 opposition statements. Bethlehem held its 1948-1951 
security holders’ meetings at Wilmington, Delaware. 


* See E. I. duPont de Nemours & Co. 1950 and General Motors Corp. 1951 proxy state- 
ments. These proposals received less than 1% and 4.5%, respectively, of the votes cast. The 
other two instances of proposals directed at executive bonuses were found in the Air-Way 
Electric Appliance Corp. and American Stee] Foundries 1948 proxy statements. The proposal 
to the Air-Way security holders, which drew a 9.2% vote, was that in entering into employ- 
ment contracts, the directors should “limit contingent compensation to percentages of increases 
in net annua! profits, after taxes, above the then calendar year,” and that fixed compensation 
in excess of $30,000 per annum should be “submitted for approval by a majority of eligible 
common stock votes.’ The similar proposal at American Stee] Foundries was that the directors 
“not vote or approve any pension, bonus, dole, gratuity, option, insurance, or separation pay’”’ 
if “compensation for the previous year was Five Thousand Dollars or more, without consent of 
two-thirds of all classes of stock eligible to vote.”’ 


® See Rogers v. Guaranty Trust Co., 288 U.S. 123, 133 et seq. (1933), regarding solicitation 
of proxies to approve stock subscription plan of American Tobacco Co. without disclosure of 
its “‘tremendous’’ advantages for the management. 
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ficers’ compensation of “$2,073,822.76 (rise of $1,168,392.51 over prior 
year)” with Liggett and Myers’ $650,478.02, and pointed to this, and the 
respective presidents’ compensation of “$285,669.45” and “‘$86,079.67!!!,” 
in the context of American Tobacco’s then preparations “to issue more 
stock to provide money for additional working capital.’ 

Another proponent sought a $10,000 ceiling on remuneration other than 
salary.*’ Three other proposals affecting remuneration other than salary, 
urged that the practice of continuing salaries of deceased officers or em- 
ployees to the end of the fiscal year and paying them to their family, ex- 
tend only to the laboring employees or office staff not otherwise compen- 
sated by insurance or pensions.** The three proposals further urged that a 
‘full revelation be made to stockholders of all salaries and other remu- 
neration of officers and directors received from any other company as a re- 
sult of their employment,”** and that directors’ action in purporting to 
sell 22,500 shares of company stock to its president and two vice presi- 
dents for their 10 year promissory notes be treated as “excessive and un- 
reasonable compensation . . . be rescinded.’’*° 


Another type of recurring remuneration proposal dealt with ceilings for 
benefits to be paid under management retirement plans, and was involved 
in 17 proposals, carried in 12 different companies’ proxy statements. Two 
proponents lead numerically in this area, one” having submitted eight, 
and the other seven, of the 17 proposals. One of the two proponents urged 
adoption of a resolution that stockholders “‘request’’ that the “Directors 


% The situation indicated by the 1949 and 1950 American Tobacco Co. proxy statements is 
not sufficiently different to warrant specific treatment of the similar proposals carried in the 
management proxy statements for those years. The votes for these proposals were: 1948, 
slightly under 8%; 1949, 6%; 1950, 9%. In 1951, shortly prior to the American Tobacco Co. 
annual meeting at Flemington, the management agreed to substantial conformity with the 
proposals, and accordingly the proponent also agreed to abstain from resubmitting them at the 
1951 annual meeting, Gilbert, 12th Annual Report of Stockholders Activities at Corporate 
Meetings—1951 at 39 (1952), and only resubmitted his proposal for cumulative voting, Ameri- 
can Tobacco Co. 1951 proxy statement. 

*7 R. H. Macy & Co., Inc. 1948 proxy statement. 


%* The proponent had previously been a director of the company for fifteen years. See 
A. Hollander & Son, Inc. 1949 proxy statement. Although twice requested, the company did 
not furnish the results of the voting. 

** The proponent was a former employee. See Cities Service Co. 1948 proxy statement. 
The proposal, one of four by the same proponent, received slightly over 3% of the vote cast. 

% The management in two proposals sought security holder ratification of the executive 
stock sales and a direction not to sue the three executives, in addition to opposing the pro- 
posal (see Hawaiian Pineapple Co., Ltd. 1951 proxy statement). The security holder’s pro- 
posal drew a 13.5% favorable vote, and the management proposals received 84.2% and 84.3% 
For the trend to management submission of such matters to security holders, see 16 SEC 
Annual Report 41-42 (1951), and Caplin, op. cit. supra note 26, at 673-74. 

* See infra p. 830 et seq. % See infra p. 830 et seq. 
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consider and act upon a proposal to limit the amount of retirement bene- 
fits of officers . . . which result from direct payments or contributions of 
the Company to a sum not in excess of $25,000 except with respect to any 
officer whose rights under any retirement plan are now vested.” In support 
he stated that two former officials received $71,577 and $63,151, and that 
his proposal ‘“‘would insure that . . . high officials who retire on pension 
will be limited to a top of $25,000 excluding the amount of their own con- 
tributions.’’** The other of the two proponents sought to limit retirement 
benefits received by members of management to figures substantially 
lower than $25,000, amounting in six instances to $10,000 per year and in 
the seventh to $12,000 per year.** Other proposals in the same subject area 
called for payment of retirement costs by management participants,” 
security holder approval of increases in management retirement benefits,” 
and publicity in the annual report of a motion picture producer regarding 
retiring executives and actors whose compensation was more than $500 
per week ($26,000 per year).*” 

Rank and file employee retirement benefits have also been the subject 
of six proposals, all made by two unions of telephone company employees. 
Four of them were, in effect, for elimination of provisions that reduced the 
company pension by one-half of the benefits received under federal social 
security provisions.** One of the two unions, the United Telephone organ- 


%8 See American Can Co. 1951 proxy statement (slightly over 2% favorable vote), and also 
its 1950 proxy statement (slightly over 4%), American Telephone & Telegraph Co. 1950 and 
1951 proxy statements (9.6% and 9.3% favorable), and Bethlehem Steel Corp. 1948, 1949 
(annual and special meeting), and 1951 proxy statements (1948, vote of 12%; 1949, slightly 
over 10% and 7%, respectively; and 1951, slightly over 7%). See also Sparks-Withington Co. 
1950 proxy statement, Proposal # 2. 

*R. H. Macy & Cw., Inc. 1948 and 1949 proxy statements (slightly over 8 and 10% 
votes for), Loew’s, Inc. 1950 (14%), Paramount Pictures Corp. 1950 (9%), Standard Oil Co. 
(N.J.) 1950 (slightly over 3%), 20th Century Fox Film Corp. 1950 (11%), and U.S. Steel 
Corp. 1950 (special meeting) $12,000 limitation (4%). 

% American Telephone & Telegraph Co. 1950 proxy statement (7.2% for), R. H. Macy & 
Co. 1948 and 1949 (slightly over 8% and 9%, respectively), U.S. Steel Corp. 1950 (special 
meeting) (6%). More specifically, the proposal made by the proponents of the proposals, re- 
ferred to in note 94 supra, was that persons who receive more than $20,000 per year pay 20% 
of pension plan costs if they desire to participate in its benefits. 

% Johns-Manville Corp. 1950 (4.2%) and U.S. Steel Corp. 1950 (special meeting) (6%). 
Both of these proposals were made by the Federation of Women Shareholders in American 
Business, Inc. A similar proposal was for security holder approval of material changes in 
management retirement plans. See Consolidated Edison Co. 1950 proxy statement (9%). 

*7 20th Century Fox Film Corp. 1951 proxy statement (93%, carried and was not opposed 
by management). See also as to executive pensions, Gilbert, 12th Annual Report of Stock- 
holders Activities at Corporation Meetings—1951 at 43 (1952). 

% American Telephone & Telegraph Co. 1948 through 1951 proxy statements, all of which 
received from 5 to 8% of the votes cast. The proponents were, in 1948-50, the United Tele- 
phone Organization and, in 1951, the Alliance of Independent Telephone Unions. 
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ization, also twice proposed an increase in employee minimum pension 
benefits from $50 to $100 per month.* 

Securities Transactions. Securities transactions were the subject of nine 
proposals, three of which sought pre-emptive rights for security holders.’ 
Two of the proposals sought pre-emptive rights for common stockholders 
in all issues of new common or securities convertible into common,!™ while 
the third specifically reached only new common as such.’ Another pro- 
posal affecting securities called for reduction of capital stock by means of a 
management call for tenders to the company.” 

Investments. The investment aspects of portfolio securities were the sub- 
ject of another proposal in which the proponent urged that no further 
funds be spent for the purchase of corporate securities, except securities of 
corporations engaged in the utility business.’ A security holder of a regis- 
tered investment company proposed that a $100,000 ceiling be placed on 
the sum to be paid an affiliated corporation’s investment management, re- 
search, statistical, and advisory service contract, and also that security 
holders be permitted to buy additional shares without paying the 84 per 
cent sales load.’” Elsewhere it was proposed that the directors sell to the 
security holders or distribute to them the proceeds from the sale of ap- 
proximately $20,000,000 worth of gas and electric utility company stocks 
owned by the company and representing holdings in six different com- 
panies.’ Perhaps the most interesting of the proposals relating to 
securities, and certainly the most vigorously supported and contested, 


* American Telephone & Telegraph Co. 1948 and 1949 proxy statements (both received 
from 5 to 8% of the vote cast). For a recent injunction action against a labor organization 
which solicited proxies without having first filed a proxy statement, see SEC v. Local 291 of 
the Utility Workers of America, SEC Litigation Release No. 700 (Dec. 19, 1951). 


100 As to pre-emptive rights, see Ballantine, Corporations 487-93 (1946). 


101 Internat] Mineral & Chemical Corp. and Meritt-Chapman & Scott Corp. (special 
meeting held Jan. 15, 1952) 1951 proxy statements. These proposals received a 6 and 7% 
favorable vote, respectively. 


102 American Gas & Electric Co. 1951 proxy statement. A 6.68% favorable vote was cast. 


103 In her words of reason the proponent stated her purpose was to force management to 
perform the will of the stockholders, recalling that “in 1948, stockholders directed the use of 
$15,000,000 for retirement of capital stock” and that “{o]nly a small portion was used.’”’ She 
added that “management has since indicated that it proposed using this money for other 
purposes.’’ See Pullman Incorporated 1949 proxy statement and note 75 supra. The proposal 
received a 3.6% favorable vote. 


104 Internat’! Utilities Corp. 1949 proxy statement. There was a 13% favorable vote. 


1% American Business Shares, Inc. 1950 proxy statement, Proposal B and C, each of which 
drew approximately 7% of the vote cast. 


1 United Gas Improvement Co. 1951 proxy statement. Approximately 23% of the shares 
voted were cast in favor of the proposal. 
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was one to engage a designated appraisal or engineering firm to value the 
common stock of a recently acquired company and to adjust its carrying 
value to conform to the appraised value.!°” 

Reports to Security Holders. Reports to security holders were the sub- 
ject of twenty-one other proposals, seven relating to financial statements 
contained in annual reports, twelve to dissemination of quarterly com- 
parative income statements of specified content, and two to semi-annual 
reports. Five proposals pertaining to two companies called for compara- 
tive balance sheets and income statements,’* and the other two asked 
that funds received from subsidiaries be specified’ and that reserves for 
inventory not exceed 50 per cent of the value of the inventory as of the 
last quarter.” The seventeen quarterly report proposals were especially 
well received, for of the fifteen as to which results were obtained, four 
received from i0 to 15 per cent,” and three, one of which carried,™ 
drew 88, 92, and 98 per cent favorable vote, respectively."* Both of the 
proposals for semi-annual reports were submitted to the same company, 
and they suggested the company include “customary financial data,” 
comment by the company president, and a summary or post-meeting 
report on the proceedings at the annual meeting.” 

Investigation.Investigation was specifically’ requested in two pro- 
posals. One, was for examination of books and records of account and 


consultation with management and other security holders “for the 
purpose of considering various matters affecting the welfare of this 
Company and, in particular, its stockholders, including the possibility 

107 The words of reason spoke of a carrying figure of $896,750 as compared with the stock’s 
book value of $20,000. Reference was also made to 1947 earnings by the acquired company of 


$305.51. See Universal Laboratories 1948 (special meeting) proxy statement (vote not fur- 
nished). 


108 See American Beverage Corp. 1948 and 1949 (special meeting) and Overseas Securities 
Co., Inc. 1948, 1949 and 1950 proxy statements. While no data were furnished as to the vote on 
the American Beverage proposals, the similar Overseas proposals drew 6, 6, and 2%, re- 
spectively. 

1 R. H. Macy & Co., Inc. 1948 proxy statement. This won a 5% favorable vote. 


"® American Hide and Leather Co. 1948 proxy statement. A 19% favorable vote was re- 
ceived. 


111 American Hide and Leather Co., ibid., Basic Refractories, Inc., Nachman Corp., and 
Rice-Stix, Inc. 1948 proxy statements. 


u2 Pittsburgh Steel Co. 1949 proxy statement. 


18 See Birsboro Stee] Foundy & Machine Co. and Elastic Stop Nut Corp. of America 1948 
proxy statements. 


44 Guatanomo Sugar Co. 1950 and 1951 proxy statements relating to January 1951 and 
1952 annual meetings. In 1951 there was a 7.2% and this year a 4.3% favorable vote. 


16 See text and note at note 107. 
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of retiring part of the capital stock™* of the company and or maintenance 
of current dividends’ in the amount of full current earnings so long 
as any part of approximately $12,028,382 net profits of the total pro- 
ceeds of approximately $21,278,382 from the sale of “‘a wholly owned sub- 
sidiary company remains.’”"* The other proposal for investigation 
covered (1) advisability of disseminating to stockholders condensed 
quarterly or semi-annual financials, (2) scrutiny of the services rendered 
by and compensation paid to a vice-president and his son, (3) study of 
the business and other connections of company officers and the former 
export manager with six business enterprises in which one or more of 
them was interested, (4) surveying of the company’s dealer relationships 
and its operations generally, as compared to competitors, (5) review of 
the necessity for constructing a new office building within three blocks 
of an existing one only partially occupied, and (6) ascertaining whether 
investment advisers and brokers were reluctant to encourage invest- 
ment in the company’s common stock." 

Litigation. Three proposals pertained to pending or suggested litiga- 
tion. One called for the company to print and send to each stockholder 
a copy of a statement, to be furnished by the proponent, regarding his 
charges against directors who were seeking re-election, of alleged mis- 
management, which charges were included in a stockholders’ suit the 
proponent had brought against six of the directors.”° The other two 
litigation proposals attempted to cause the company to sue its board 
chairman and also a former holder of its bonds to recover losses alleged 
to have been incurred by the company through the purchase from the 
bond holder of his bonds at a price substantially higher than prevailed 
in the open market. The same proponent, in a second proposal, asked 
that the company also sue its board chairman to recover money alleged 

6 See text and note at note 103. 17 See supra p. 819 et seq. 

"8 Allied Mills, Inc. 1948 proxy statement. The proposal received a 6% favorable vote. 


9 Sparks-Withington Co. 1950 proxy statement. This proposal drew 53.5% of the shares 
voted, and was declared carried. 

20 The proposal also sought to postpone the election of directors from the annua! meeting 
scheduled for November 16, 1949 to February 17, 1950. The proponents statement would have 
constituted a “request . . . not to execute . . . a proxy,’’ and therefore a solicitation within the 
meaning of X-14A-1, with the result that the proponent was required to file his own proxy 
statement in order to be in a position to cause it to be sent to stockholders of the company. 
While the prononent filed a proxy statement and also solicited proxies, he withdrew his pro- 
posal before it was put to a vote. See Argus, Inc. (now Argus Cameras, Inc.) 1949 proxy state- 
ment. 

11 The words of reason stated that a suit instituted to recover the alleged loss had been 
dropped because of the expense involved, and pointed out the Statute of Limitations would 
bar action if suit was not begun in 1951. Missouri-Kansas-Texas R. Co. 1951 proxy statement. 
There was a 4% favorable vote for the proposal. 
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to have been lost to the company through the chairman’s “negligence or 
connivance”’ in failing to deposit promptly for collection a check given 
the company by the same bond holder in payment of a judgment ob- 
tained against the bond holder for “illegal gains” in the purchase and 
sale of the company’s securities. 

Miscellaneous. There remain three miscellaneous proposals, one for a by- 
law amendment restoring to the stockholders the right to make, alter, 
amend, or repeal the company’s by-laws.!™ The second, directed to use of 
company personnel, quarters, and services, was that the Federation of 
Railway Progress, of which the company board chairman was a founder, 
should not be permitted to use company personnel and facilities, and that 
the company withdraw its membership in the Federation, since it was also 
a member of the Association of American Railroads.“ The other sought 
reimbursement of stockholders of the company’s bankrupt predecessor for 
losses they sustained, allegedly because of the sale of their stock at a time 
when the predecessor was not furnishing its security holders adequate 
information. 

As has been seen, some of the proposals were quite novel. And while 
others were not, many of them, for example, cumulative voting and 
abolition of the stagger system, because they are not operative in a sub- 
stantial number of our largest corporations, continue to evoke interest. 
In any event, subject matters of the proposals were such that they serve 
to vindicate faith in stockholder democracy and rejection of the asserted 
fear that the proposal rule would provide a field day for crack-pot ideas. 


Results Analysis 


Results of the voting for and against the 286 proposals made during the 
four years 1948-1951 were furnished with respect to 232 or 81% of the pro- 
posals,! and disclosed that only 7 or 2.3% of the proposals carried. Of the 


18 The proposal also provided that counsel nominated by the Katy Stockholders Protec- 
tive Committee be employed by the company to aid in the proposed suit. Ibid. This proposal 
also received a 4% favorable vote. 

183 Montgomery Ward & Co. 1950 proxy statement. See text and note at note 23 supra. 


1% Chesapeake and Ohio Ry. Co. 1948 proxy statement. The vote for the proposal was 6% 
of the shares voted. 


1% In his words of reason the proponent stated he had been a director of the predecessor 
from 1929 through 1934, serving as the Merrill Lynch & Co. nominee. McCrory Stores Corp. 
1950 proxy statement. The proposal received less than 1% of the vote cast. 


1% While the proxy statements surveyed, as previously stated, are obtainable from the 
SEC, the results of the voting for and against the proposals were not required to be reported to 
any agency, and therefore are not publicly available, except as furnished to the writers. How- 
ever, the SEC recently announced a proposed amendment to its periodic report form, Form 
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seven, five either were not opposed, were favored, or were not the subject 
of any recommendations by the managements involved.’ Only two pro- 
posals, one for officer stock ownership and the other for investigation, and 
both submitted at the same time by the same proponent to the same 
company, Sparks-Withington Co., carried over management opposi- 
tion.'* Moreover, the successful proponent filed his own proxy statement, 
and solicited proxies from the Sparks-Withington security holders in 
support of his proposals and his slate of nominees for directorships. Thus 
the Sparks-Withington proxy contest, the first occasion on which a “grass 
roots” committee, or a small stockholder’s committee, of an “‘industrial’”’ 
company listed on the New York Stock Exchange has been able to prevail 
over management in a proxy contest for election of a majority of the 
directors, re-emerges as the only instance shown by the survey when 
security holder proposals won over management opposition. By the same 
token, the Sparks-Withington contest revealed the only known use of pro- 
posals to support a contest for a majority of directorships. 

Of the 229 proposals voted upon,*° 195 or 85% received more than 3% 
of votes cast as required in order to be eligible for resubmission the next 
year.!*! From time to time it has been suggested by the American Society 


8-K, which would require, inter alia, reporting to the SEC of the vote for and against each 
matter voted upon at security holder meetings. See Exchange Act Release No. 4686 (March 17, 
1952). 

127 American Airlines, Inc. 1950 (regional meetings, 90%), Pittsburgh Stee] Co. 1949 (quar- 
terly financial reports, 98%), Robert Ries & Co. 1949 (security holder approval of auditor and 
auditor representatives present at meetings, 97%), Trans-Lux Corp. 1951 (security holder 
election of auditor and respresentative present at meetings, 98%), and 20th Century Fox 
Film Corp. 1951 (publicity in annual] report of salaries of retiring executives and actors drawing 
more than $26,000 per year, 93%). 

Since X-14A-8(b) requires inclusion of the 100 words of reason and identifying data only if 
management “opposes’”’ the proposal, it would seem advisable to consider amendment of the 
rule to require inclusion of the 100 words, and also the identifying data regarding the pro- 
ponent, unless management undertakes to vote for the proposal. 

128 The two proposals that carried, both recommendations or suggestions in form, received 
53.6 and 53.5%. However, another proposal by the same proponent, drawn as a by-law amend- 
ment, received 52.5% of the vote cast but failed because it did not obtain a majority of the 
shares outstanding. 

129 Emerson and Latcham, op. cit. supra note 4, at 430. 


18 Three of the 232 proposals as to which results were furnished were withdrawn or not 
presented by the proponents. 


Unver 3% 3% ann Over 
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See X-14A-8 (c) (3) for the 3% or more requirement for resubmission. 
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of Corporate Secretaries, Inc. that the 3% requirement be raised to 5 or 
8%. Since 30% of the 229 proposals received less than 5% of the shares 
voted and 60% received less than 8%, it is apparent that such amend- 
ments to the proposal rule would have the result, if not the purpose, of 
substantially restricting the right to make proposals and would therefore 
impair considerably the effectiveness of the rule.’** It has also been sug- 
gested by the Society that an amendment should be adopted to require 
as a condition to resubmission that a proposal make progress, apparently, 
ie. that in a succeeding year it receive an increasingly larger favorable 
vote. At the outset it is extremely doubtful whether progress may be 
defined mathematically. And even so, popularity is not to be confused 
with progress. In addition, there is the circumstance that security trading 
is going on continuously with the result that shareholders inevitably come 
and go, thus further increasing the problems of security holder com- 
munication and education. The safest approach would therefore appear to 
be to keep the resubmission restriction low, namely at 3%, especially since 
the subject analysis has indicated that the proposals, though contro- 
versial, almost invariably have had intrinsic substance.** Moreover, de- 
spite the failures to carry, the subjects presented by means of proposals 
have very often been adopted subsequently by opposing managements.'** 


Proponent Analysis 


While the 286 proposals encompassed by the survey were made by fifty 
different proponents, forty-five of the proponents made only 27% of the 
proposals, and two brothers, Lewis D. and John J. Gilbert,!® submitted 
137 or 47% of them. It is therefore understandable that Lewis Gilbert has 
been referred to, inter alia, as “The Talking Stockholder,” “The Coun- 
try’s Most Celebrated Minority Stockholder,’ “The Stockholders’ Sir 


18 Thid. 

133 The survey disclosed no substantial physica] burden on proxy statements as a result of 
the inclusion of proposals and supporting 100 words of reason, unusual length being the result of 
space taken by the management to oppose the proposals. Moreover, only 10 or 5.6% of the 176 
proxy statements covered by the survey contained more than three proposals, and the average, 
as has been stated, was 1.5 proposals per proxy statement surveyed. 

184 See, e.g., Gilbert, 12th Annual Report of Stockholders Activities at Corporation Meet- 
ings—1951 (1952), and see also reports for prior years. 

188 Gilbert, ibid. See also the recurring activities of Clarence H. Venner as plaintiff in 
derivative suits, particularly in Venner v. American Telephone & Telegraph Co., 181 N.Y.S 
45, 110 Misc. 118 (1920). Venner v. Chicago City Ry. Co., 258 Ill. 523, 101 N.E. 949 (1913), 
Venner v. Great Northern R. Co., 209 U.S. 24 (1908), and Venner v. Southern Pac. Co., 279 
Fed. 832 (1922). 

1% Bainbridge, Profiles: The Talking Stockholder, 24 New Yorker at 40 (Dec. 11, 1948) 
and at 33 (Dec. 18, 1948). 











of 
of 
16 
se, 


et- 


r.S 
3), 
279 












1952} PROXY PROPOSAL RULE 831 


Galahad,” ‘The Conscience of American Big Business,” and he is per- 
haps, therefore, entitled to share with the proposal rule itself the title “The 
Corporate Gadfly.””"*" 

Gilbert, having inherited a portfolio of securities, attended his first 
security holders meeting in 1933. He was “horrified” at the proceedings, 
including the fact that, as he rose to ask a question, a company officer 
sitting in the back of the room made a motion to adjourn, which was im- 
mediately seconded and passed. In the succeeding years, Gilbert, de- 
scribed as “a bachelor of independent means and temperament,” has 
made his sole occupation, aside from military service, the attendance of 
annual meetings.’ His activities have been conceded by many corpora- 
tion executives to be constructive and worthwhile.'* 

Although he does not request proxies, Gilbert is willing to be entrusted 
with the forms of proxy sent out by management, and undertakes to vote 
them, if asked, with the result that he is deemed to be engaging in the 
solicitation of proxies within the meaning of X-14A-1. Consequently, he 
files a proxy statement with the SEC each January listing his and his 
brother’s holdings in the companies whose security holder meetings they 
propose to attend during the ensuing year.’ His 1952 proxy statement 
indicates security ownership in 118 companies ranging from 5 to 324, 
(averaging 36) shares.! His objectives include questioning of corporate 
officials, accessible meeting places, use of the proposal rule, inspection of 
proxy ballots, availability of stockholders’ letters by placing them on the 
meeting table, post-meeting reports, director stock ownership of at least 
100 shares, pre-emptive rights, cumulative voting, and auditor election or 
approval by security holders.'* In general, his proposals have fared about 
187 Gilbert, Sour First Annual Meeting, 1 Investor at 26 (April 1950). See also Gilbert, 
Management and the Public Stockholder, 28 Harv. Bus. Rev. 73 (July 1950). 

188 Op. cit. supra note 136, at 40 and ibid. 

139 Op. cit. supra note 136, at 46-47. 

140 See Gilbert 1952 proxy statement. 

1@ During 1951 Gilbert made 33 proposals. 


1@ Op. cit. supra note 140. John J. Gilbert, the proponent in the Transamerica case, op. cit. 
supra note 12, then owned but 17 of its shares. It may also be noted that American Telephone 
& Telegraph Co. 1951, Texas Co. 1948, and U.S. Steel Corp. 1949, proxy statements carried 
proposals by the Alliance of Independent Telephone Unions, an individual, and the Federation 
of Women Shareholders in American Business, Inc. respectively, each of whom owned but one 
share of the company involved. 


143 Gilbert 1951 proxy statement, and see supra p. 813 et seq. 
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the same as those of other proponents.’ Four other proponents, it may 
be noted, made a total of 70 or 24 per cent of the 286 proposals. 


Proposals of a Political, Social, Economic, Religious, 
Racial, or Other Similar Nature 

An interesting facet of the problem of what constitutes “‘a proper sub- 
ject for action by security holders” is presented by occasional stockholder 
proposals covering political, social, or economic issues. The Commission 
has formally ruled that proposals raising questions of a “general political, 
social or economic nature” are outside the ambit of proper stockholder 
action.’ This ruling was recently considered in a case in which a stock- 
holder in the Greyhound Corporation requested management to include 
in its proxy statement for stockholder consideration “A Recommendation 
that Management Consider the Advisability of Abolishing the Segregated 
Seating System in the South.”"*” The management refused to include the 
proposal in its proxy statement, and so advised the stockholder and the 
Commission. In an informal ruling signed by an Assistant Director, Divi- 
sion of Corporation Finance, the Commission agreed with management’s 


144 
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The relatively few proponents (7) who also filed their own proxy statements and thus solicited 
in behalf of their proposals obtained generally, of course, the better results. See Hawaiian 
Pineapple Co., Ltd. 1951 proxy statement (13.5% favorable vote), Kaiser-Frazer Corp. 1949 
(21%), New Amsterdam Casualty Co. 1948 (29%), Reynolds Metal Co. 1950 (16%), Sparks- 
Withington Co. 1950 (3 proposals—52.5, 53.6, and 53.5%), United Gas Improvement Co. 
1951 (23%), and Universal Laboratories, Inc. 1948 (vote not furnished). 

1 The other four principal proponents were Luigi Criscuolo, 14 proposals, James Fuller, 
27, and Maurice Geller, 10, none of whom made any proposals in 1951, and the Federation of 
Women Shareholders in American Business, Inc., 19, all but one made in 1950 and 1951. See 
Women of Steel Give the Top Brass a Hard Time, 28 Life Magazine at 46 (March 13, 1950) 
and Logan, Profiles: Hoboken Must Go! 27 The New Yorker at 34 (March 17, 1951). 

Other notable proponents included an Illinois Court of Appeals judge (Minn. and St. Louis 
Ry. Co. 1950 proxy statement—for cumulative voting, 10.6% favorable vote), the Graham- 
Newman Corp. (New Amsterdam Casualty Co. 1948 proxy statement—increase dividend, 
29% favorable vote), and two labor unions (American Telephone and Telegraph Co. 1948-51 
proxy statements—increase employee pension maximum, each 5 to 8% favorable vote). 

148 Securities Exchange Act Release No. 3638 (Jan. 3, 1945). See also Exchange Act Re- 
lease No. 4668 (Jan. 31, 1952) entitled Notice of Proposals to Amend Proxy Rules, in which 
the Commission proposes to amend paragraph (c) of Rule X-14A-8 to permit management to 
omit a proposal, “[i]f it clearly appears that the proposal is submitted . . . primarily for the 
purpose of promoting general economic, political, racial, religious, social or similar causes.’’ 

147 Peck v. Greyhound Corp., 97 F. Supp. 679 (S.D.N.Y., 1951). 














1952) PROXY PROPOSAL RULE 833 


action.'* The stockholder thereupon brought an action in the federal dis- 
trict court to enjoin management from soliciting proxies, alleging that 
management’s refusal to include his proposal in its proxy statement 
amounted to a violation of Section 14(a) of the Exchange Act and Regula- 
tion X-14. 

After filing the action, plaintiff made a motion for a preliminary injunc- 
tion which the court denied. In its opinion, the court decided the issue 
substantially on the procedural ground that plaintiff had not exhausted 
his administrative remedies. The court had before it as an exhibit the 
Assistant Director’s letter advising of the Commission’s informal ruling, 
and the court felt reluctant to hold contrary to the Commission’s interpre- 
tation of its own regulation, especially where plaintiff had not perfected 
his administrative appeal. 

The position of the Commission, as indicated in its informal ruling, was 
that management had the right to refuse to accept the proposal because it 
was of a “general” political, economic or social nature, and, therefore 
within the prohibition of the earlier, formal release. Furthermore, there is 
an indication from the informal ruling that the stockholder was not acting 
for the best interests of the company, but that he wished to utilize the 
proposal to promote propaganda interests of his own. 

Of course, the Commission’s position is unassailable if the proponent 
was not acting in good faith, that is, if he were prompted by considera- 
tions of a purely personal or special nature, rather than considerations 
relating to the best or common interests of the security holders 
of the corporation. The Commission’s second ground for uphold- 
ing the rejection, that is, that the proposal dealt with issues of a 
general political and social nature, is perhaps justified from the wording 
of the proposal. It was not limited to segregated seating on the corpora- 
tion’s buses alone. But what if a good faith proposal were limited to the 
corporation’s policy of segregated seating on its own interstate buses? It 
would not then be “general” in nature. Certainly such a policy considera- 
tion is a ‘‘proper subject for action by security holders,” especially if the 
proposal were cast merely in the form of a recommendation or suggestion. 

148 Exhibit 7, filed in Peck v. Greyhound Corp., ibid., which is a letter dated March 8, 1951, 
signed by the Assistant Director, Division of Corporation Finance and addressed to the secre- 
tary of Greyhound Corp. For a reference to the Greyhound proponent, James Peck, in another 


context see 56 Time Magazine at 28 (July 17, 1950). See also SEC brief filed in Peck v. SEC, 
C.A. 2d, Case No. 22,289 (April 7, 1952) (not reported). 

14° See supra p. 808. On the civil liberties and constitutional aspects of segregated seating, 
see Henderson v. United States, 339 U.S. 816 (1950), but cf. second report of the ICC on 


further hearing of the case, four Commissioners dissenting (Feb. 4, 1952); Briggs v. Elliott, 
342 U.S. 350 (1952) and 342 U.S. 931 (1952). 
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The Commission has recently proposed to codify its previously ex- 
pressed policies so as to preclude proposals designed primarily to promote 
“general economic, political, racial, religious, social, or other similar 
causes.’”™* In light of the Greyhound case, it is interesting to speculate 
about the prospects under the proposal rule for some general and specific 
proposals which might be reached by the suggested amendment. 

For example, a proposal that a food manufacturer reinstate a per- 
former on its radio program who had been accused of communistic leanings 
would appear specific enough, although perhaps of a political nature, to 
constitute a proper subject. On the other hand, a proposal to support 
vigorous enforcement of the McCarran Act would seem to involve a gen- 
eral political subject. 

Again, a proposal not to seek any further certificates of necessity per- 
mitting accelerated depreciation of defense facilities because of the loss of 
income tax deductions in future years, while economic in nature, should 
be adequately specific and not contravene the prohibition against general 
economic proposals. However, a proposal for support of the single tax pro- 
gram would seem to fall in the area of objectionable general economic 
proposals. 

In view of industry’s employee housing efforts a proposal favoring such 
an undertaking should not be frustrated by the bar against general social 
proposals. Yet a proposal that a real estate subdivision be opened up by a 
manufacturing company is palpably too general a social objective. 

An example of a permissible specific religious proposal not outside the 
scope of the rule might be a proposal that a religious book company not 
purchase any raw materials from non-believers in God. Unduly general in 
the religious area is a proposal for requiring that all employees contribute 
a day’s wages to a church of their choice. 

While the omnibus “other similar causes” clause, like all omnibus 
clauses, is especially difficult to envision in terms of particular application, 
a possible type in this field is the patriotic proposal. A proposal that a 
furrier not buy any Russian furs, even though their market price and 
quality are attractive, seems adequately specific. A conceivable overly 
general proposal which might be offered as having a patriotic character, is 
one for adoption of the theme of opposition to creeping socialism in the 
company’s magazine and newspaper advertising. However, if the manage- 
ment in its discretion has already embarked on such an advertising pro- 
gram, it would seem that a security holder should be permitted, if he de- 


6° See Exchange Act Release No. 4668 (Jan. 31, 1952) and note 13 supra. 
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sires, to propose that the program be superseded by a theme more closely 
related to the company’s product or service. Perhaps the point of differ- 
ence here is that the management to a considerable degree would appear 
to have resolved the question of the propriety of the subject matter by 
itself entering the field. If a different view were taken, the management 
could pass beyond the reach of the proposal rule and the security holder 
proponents. Similarly, the otherwise general nature of a proposal should 
not bar it if, not withstanding its generality, the action it contemplates is 
within the area of the particular company’s own operation. In conclusion, 
it may well be questioned as to whether many proposals in the general 
areas described may not be ulira vires, and for that reason, if not on other 
grounds, not a proper subject. 


Conclusion 


There is no significant evidence of any abuse of the proposal rule. Unless 
one does not favor stockholder democracy,” it is difficult to conceive any 
real objection to the present proposal rule or its administration. The 
failure of proposals to carry or win larger votes is no criterion by which to 
judge the proposal rule. The subject matter is competing ideas, and popu- 
larity affords no useful or enduring denominator of their relative or ulti- 
mate worth.' The ideas contained in the proposals though controversial, 
far from being of the crack-pot variety, are at the least most stimulating, 
and, in fact, almost invariably had intrinsic substance. There is, there- 
fore, no reason for immobilizing the gadfly.* What is involved is basically 
the right of a minority to express itself and have an exchange of ideas—all 
in a business corporate context—but closely related to a fundamental 
freedom." 


161 Jackson Martindell, President of the American Institute of Management, in his Scien- 
tific Appraisal of Management (1950) states that ““The corporation is not a democracy. The 
stockholder, lacking the power or the desire to control a company’s operations, must accept 
management on faith.” Ibid., at vii and 268. Such complete reliance upon faith is difficult to 
understand. While traditionally faith has had a place in man’s thinking, it has, since the demise 
of the divine right of kings and the flowering of the Enlightenment, been reserved insofar as 
exclusive reliance is concerned to the deity rather than mere man, whether he be management 
or otherwise engaged. See as to the Enlightenment, Brinton, Ideas and Men 368-408 (1950). 


1 Dennis v. United States, 341 U.S. 494, 503, 580 et seq. (1951). 


188 Cf. SEC Proxy Rules, Hearings before House Committee on Interstate and Foreign Com- 
merce and H.R. 1493, H.R. 1821, H.R. 2019, 78th Cong. ist Sess. (1943). It was charged at 
the time of these hearings that the then pending proposal rule would provide a “‘field day 
for crackpots.”’ 165 Com. & Fin. Chron. 2731 (May 22, 1947). 


64 U.S. Const. Amend. 1. The writers wish to express their appreciation to the private in- 
dividual previously referred to, see note 30 supra, Mr. Lewis D. Gilbert, and also to the com- 
panies who made available their proxy statements, their results of voting, and comments. 
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COMMENTS 


THE PER SE ILLEGALITY OF PRICE-FIXING—SANS 
POWER, PURPOSE, OR EFFECT 

In Kiefer-Stewart Co. v. Seagram & Sons, Inc.,' the Supreme Court held illegal 
per se a maximum resale price-fixing agreement between producers (a parent 
corporation and its wholly owned subsidiary) , thereby filling some of the few re- 
maining gaps in the law against price-fixing agreements. Although a broad dic- 
tum in United States v. Socony-V acuum Oil Co. states that under the Sherman 
Act? “a combination formed for the purpose of and with the effect of raising, de- 
pressing, fixing, pegging or stabilizing the price of a commodity in interstate or 
foreign commerce is illegal per se,’’* no antitrust precedent had directly deter- 
mined that sellers attempting to hold down the resale prices of their products 
were restraining trade.‘ The Miller-Tydings Amendment® does not exempt 
maximum resale price-fixing; but under a test of “reasonableness” the arrange- 
ments in the instant case might have been upheld as a weapon against monopo- 
listic combinations of distributors. The rule against price-fixing, however, ap- 
pears to have become too stringent to admit promotion of competition as an ef- 
fective justification.* Without proof of market power or effect and solely on the 
basis of a jury finding of conspiracy between the defendants to fix maximum re- 
sale prices on their products, the Court held their action violative of Section 1 
of the Sherman Act. Based upon probably the first set of facts to require a 
square holding by the Supreme Court that price-fixing agreements are literally 
illegal per se, this decision deserves further scrutiny as a precedent which prom- 
ises to play a significant role in future antitrust prosecutions.’ 

1 340 U.S. 211 (1951). * 26 Stat. 209 (1890), as amended, 15 U.S.C.A. § 1 (1951). 

+310 U.S. 150, 223 (1940). 

* Sellers’ maximum price-fixing must, of course, be distinguished from the monopsonistic 
practices of buyers who compel sale to themselves at prices lower than those which the seller 
would obtain under competitive conditions. The latter, more clearly apposite to sellers’ mini- 
mum price-fixing, was declared illegal within the per se rule in Mandeville Island Farms, Inc. v. 
American Crystal Sugar Co., 334 U.S. 219 (1948), and may have been the type of price de- 
pression envisoned by Justice Douglas when the Socony-Vacuum opinion was written. 

5 50 Stat. 693 (1937), as amended, 15 U.S.C.A. § 1 (1951). This amendment exempts only 
“contracts or agreements prescribing minimum prices for resale’ under specified conditions. 


* Kiefer-Stewart implicitly rejects a dictum in Spencer v. Sun Oil Co., 94 F. Supp. 408, 412 
(Conn., 1950), to the effect that plaintiff-retailers’ illegal price maintenance agreement was a 
defense to their suit for treble damages under the antitrust laws. 

™ The Court of Appeals opinion in favor of the distillers contains a fairly comprehensive 


exposition of the facts. Kiefer-Stewart Co. v. Seagram & Sons, Inc., 182 F. 2d 228, 229-34 
(C.A. 7th, 1950). 
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Shortly after termination of OPA ceilings in October 1946 and following a 
meeting of the Indiana Wholesale Liquor Dealers Association,’ Kiefer-Stewart 
and every other liquor wholesaler in Indiana filed identical schedules of in- 
creased prices with state authorities. The new schedules were arrived at by com- 
puting the customary fifteen per cent wholesaler’s mark-up on the basis of costs 
plus taxes, whereas OPA regulations had required the computation to be made 
exclusive of taxes added during the period of OPA control. Subsequently (No- 
vember 6, 1946), Seagram, which had spent some $500,000 advertising against 
inflated whisky prices,* notified Indiana wholesalers that wholesale prices were 
to be kept at OPA levels. Upon the wholesalers’ concerted refusal to comply, 
Seagram suspended all shipments to Indiana distributors.'° Immediately prior 
to this action Kiefer-Stewart and Calvert Distilling Company, a wholly owned 
subsidiary of Seagram," had concluded negotiations giving Kiefer-Stewart a 
Calvert distributorship; and even after Seagram had severed relations, Calvert 
representatives had assured Kiefer-Stewart that their relationship would be un- 
affected by the parent company’s defection and that cases of liquor would be de- 
livered as promised.” Within a week the deal was called off, and the jury found 
that Calvert’s reversal of position was the result of an agreement with Seagram 
and not independent action.” By February of the next year all Indiana whole- 
salers except Kiefer-Stewart had filed notification of a return to the OPA meth- 
od of calculating mark-ups and by July 1, 1947, had entered into fair trade con- 
tracts with both distillers which stipulated similar minimum wholesale prices." 

8 This group has a membership fluctuating between twenty-seven and thirty members 
representing ail the whisky wholesalers operating in Indiana. See Transcript of Record at 155, 
ibid. 

® Competition: Liquor Price Key, Business Week, at 50 (Nov. 16, 1946), which also reported 


that “{wJhile Seagram held its trio of Scotches at the old OPA ceilings, recorded increases 


marked on by other importers ranged anywhere from nearly $5 to more than $29 a case at 
wholesale.” Ibid., at 54. 


10Tt is doubtful that many Seagram sales were lost during the siege since liquor retailers 
and wholesalers generally carry large inventories even of fast-moving brands. 


4 Distillers Corporation—Seagrams, Ltd., a Canadian corporation not a party to this liti- 
gation, wholly owns Joseph E. Seagram & Sons, Inc., an Indiana corporation which is both an 
operating and holding company and, in the latter capacity, wholly owns Calvert Distilling 
Company, a Maryland corporation. Calvert common stock, originally held by the Canadian 
corporation was transferred to the Indiana company on April 9, 1945, and in the trial stage 
the wholesaler claimed this acquisition was unlawful but dropped the charge on appeal. 182 F. 
2d 228, 229 (C.A. 7th, 1950). 


Transcript of Record at 82, ibid. 


18 Reversing the Court of Appeals, the Supreme Court concluded that there was sufficient 
evidence to warrant the jury finding. 


14 Despite allegations in the Kiefer-Stewart briefs, these contracts were a logical extension 
of the original policy since competition for retail business is sufficiently strong among Indiana 
wholesalers to make minimum prices maximum prices. Besides, a regulation of the Indiana 
Alcoholic Beverage Commission, effective July 1, 1947, made fair trade contracts a prerequisite 
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An adequate understanding of factors motivating the parties litigant may be 
had only by going behind the record to the power relationships and the business 
context in which they functioned. Since repeal of prohibition four major con- 
cerns have, as a group, consistently controlled two-thirds of the whisky business 
and a similar proportion of the all-important inventories of aging whiskies.” 
Generally there is no price competition among the Big Four who confine their 
conflict to marketing techniques and the battle of brands."* Although the indus- 
try itself attributes high-level price rigidity to its relatively fixed number of 
consumers," its social conscience,'* and the danger of losing prestige and volume 


to “price and brand”’ advertising by distillers. Brief for Respondents in the Supreme Court 
24 n.11 and Transcript of Record at 215, Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 
U.S. 211 (1951). 


46 “The competitive pattern was set long before the war by the four major distillers— 
Schenley Distillers Corp., and Distillers Corp.—Seagrams, Ltd., National Distillers Products 
Corp., and Hiram Walker—Gooderham & Worts, Ltd.—which have dominated the industry 
for the last ten years. Known to retailers as ‘the Axis,’ these four now hold more than 70% of 
the U.S. whiskey supply.” The Whiskey Rebellion, 35 Fortune, No. 6, at 141 (June 1947). “{I]n 
the brief fifteen years of the industry’s existence since repeal, the intensity of brand competi- 
tion has resulted in a measure of concentration familiar in many American industries. . . . Five 
leading brands, which before the war did 20 per cent of the total U.S; business now do 50 per 
cent of the business. The Big Four distillers now get about 75 per cent of the business, make 
about half the whiskey, and hold about 60 per cent of the inventories.”” Seagram In the Chips, 
38 Fortune, No. 3, at 97 (Sept. 1948). For similar statistics consult: Corrado, Distillers Pre- 
pare for Bigger Sales, 25 Barron’s, at 13 (Nov. 26, 1945); 6 Hearings before the Temporary 
Nationa] Economic Committee, Pub. Res. 113, 76th Cong. ist Sess. 2435-40, Exhibits 399-402 
at 2678-81 (1939); Dobbs, Liquors Facing Price War?, 84 Magazine of Wall Street-at 283 (June 
18, 1949). 

4% TNEC Hearings, op. cit. supra note 15, at 2562-68, 2519 (testimony of W. W. Wachtel, 
president of Calvert Distilling and of James Friel, vice-president of Distillers Corp.—Sea- 
grams, Ltd.). “Most price-slashing was done at the retail level, and it was usually the retailers’ 
profit margins that were affected. . . . [Clompetition has largely been removed from the price 
arena and concentrated in such intangibles as flavor and quality.” Bleiberg, Distillers See 
Long Life for Fair Trade, 28 Barron’s at 10 (Nov. 8, 1948). 


17 Seagram in the Chips, 38 Fortune, No. 3, at 97 (Sept. 1948). Although it may be true that 
the whisky market is relatively inelastic, apparent consumption has varied greatly over the 
years. Since repeal of prohibition consumption on a per capita basis has fluctuated from a low 
of .93 wine-gallons of distilled spirits in 1939 to 1.39 wine-gallons in 1946 back to 1.02 in 1949. 
Statistical Abstract of U.S 787 (1950). Total consumption was 89,676,000 wine-gallons in 1935; 
144,996,000 in 1940; 190,148,000 in 1942; 145,524,000 in 1943; 230,976,000 in 1946; 171,012,000 
in 1948; 190,343,000 in 1950. Computed from Dep’t of Commerce, 1949 Statistic Supplement- 
Survey of Current Business 134 (1949); and Dep’t of Commerce, Survey of Current Business 
S-27 (June 1951). 


18Persons at every level of the industry disclaim any intention of bringing new consumers 
into the market; even advertising seems intended for those who have already imbibed—no one 
gets that “first exhilarating feeling,’’ one merely “‘switches’’ to Calvert. Undoubtedly a fear of 
‘“‘dry”’ legislation underlies this approach; and for the same reason temperance seems also to 
be a main theme. “‘The per capita consumption of liquor will vary somewhat with the national 
income, but the industry chooses discreetly to do little or nothing to increase this consumption. 
. . . In fact it preaches moderation. The main struggle therefore is among its members for the 
available business. . . . Thus distillers meet each other warily within the cage of relatively 
fixed consumption.” Ibid. See also Seagram Bars Cut in Domestic Prices, N.Y. Times § 1, 
p. 37, col. 3 (July 20, 1949); and Abrahamson, Whiskey—The Incidence of Public Tolerance 
in Price Policy in Hamilton, Price and Price Policies 395, 407-8 (1938). 
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from reduced or fluctuating prices,'® “stickiness’’ and nonprice competition are 
probably the familiar results of market domination by a few firms.” 

After tasting the bitter dregs of price wars in the middle Thirties, retailers 
and wholesalers, who had absorbed a major portion of the losses,” began to reap 
some of the advantages of combination under the fair trade laws. When whisky- 
makers, seeking greater volume, showed reluctance to enforce price mainte- 
nance,” some state legislatures made fair trade mandatory for the industry.** 


1 Mr. Gene Tunney, chairman of the board, American Distilling Co., explained that dis- 
tillers supported fair trade because “it ruins the reputation of an article if it gets into constant 
war over price. . . . I don’t think it does anybody’s product any good to get in price wars, in 
the public mind.”” TNEC hearings, op. cit. supra note 15, at 2571. Similar statements were 
made by representatives of Schenley Distilling Corp. and Nationa! Distillers Corp. in personal 
interviews. It is quite poseble, of course, that volume is lost because influential retailers refuse 
to push price-cut brands. 

% “The prices of all domestic products of Joseph E. Seagram & Sons, Inc., will remain un- 
changed for the balance of the year, Gen. Frank R. Schwengel, company president declared 
today. ... He emphasized the ‘firm price’ policy is not a new one with the company, point- 
ing out that domestic brands have not changed in price since 1936. The higher price per 
bottle to the consumer is due entirely to tax increases which now constitute more than 50 per 
cent of the retail price of liquor, he said.” Seagram Bars Cut in Domestic Prices, N.Y. Times 
§ 1, p. 37, col. 3 (July 20, 1949). 

“The outstanding virtue of a system of private enterprise, therefore, arises out of a kind of 
mutual confidence game. But if there are few enough sellers in the market to enable each to 
watch all the others, the play may slow down: if a price cut will be quickly met, and no lasting 
benefit secured, why make it at all? To the extent that the sellers anticipate each others’ 
reactions and become of one mind, they behave like one seller, a monopolist.” Adelman, 
Effective Competition and Antitrust Laws, 61 Harv. L. Rev. 1289, 1299 (1948). Without 
adopting this author’s causal analysis, it is not difficult to ascertain numerous ways in which 
knowledge of competing prices is available to members of the liquor industry—filing require- 
ments with State beverage commissions and “fair trade’’ itself provide excellent methods of 

’ without the appearance of collusion. See Irvin, Distilled Spirits, pt. IV, p. 9 
(Foote, Cone & Belding Res. Dep’t 1948); Trade Association Statistics and the Anti-Trust 
Laws, 18 Univ. Chi. L. Rev. 380 (1951); see note 153 infra. 

%! Bleiberg, Distillers See Long Life for Fair Trade, 28 Barron’s at 10 (Nov. 8, 1948); 
FTC, Report on Resale Price Maintenance, c. VIII (1945). 

® Although lack of diligence in prosecuting violators has ordinarily been held to be no 
defense to prosecution for violation of fair trade laws, National Distillers Products Corp. v. 
Columbus Circle Liquor Stores, 166 N.Y. Misc. 719, 2 N.Y.S. 2d 319 (S.Ct., 1938), Calvert 
Distilling Co. v. Gold’s Drug Stores, 123 N.J. Eq. 458, 198 Atl. 536 (1938), Calvert Distillers 
Corp. v. Stockman, 26 F. Supp. 73 (E.D.N.Y., 1939), nevertheless the cases are instructive as 
to distillers’ general attitudes toward fair trade laws. Cases in which actual abandonment of 
price maintenance and encouragement of price-cutting by a distiller have been successfully 
employed as a defense to discriminatory fair trade enforcement by that same distiller are 
numerous. Wilson Distilling Co. v. Stockman, 11 N.Y.S. 2d 51 (S.Ct., 1939); and cases cited 
and analyzed in American Fair Trade Council, Resale Price Maintenance 25 (1942). See also 
FTC, Report on Resale Price Maintenance, c. VIII, at 358, 364-67, 396 (1945); The Whiskey 
Rebellion, 35 Fortune, No. 6, at 143 (June 1947). 

%32 CCH Trade Reg. Rep. 77375 (1945) lists New Jersey, Arizona, California, Illinois, 
Kentucky, New Mexico, and New York as states with mandatory fair trade laws applicable to 
the liquor industry. The Illinois and New York mandatory liquor fair trade laws were recently 
declared unconstitutional on technical grounds. Illinois Liquor Control Commission v. Chi- 
cago’s Last Liquor Store, 403 Ill. 578, 88 N.E. 2d 15 (1947); Levine v. O’Connell, 275 App. 
Div. 217, 88 N.Y.S. 2d 672 (1949) (N.Y. Alcoholic Beverage Control Law § 17(12)) (Supp., 
1949). For an account of other legislative aids to retail monopolies, see Sales Below Cost Pro- 
hibitions: Private Price Fixing under State Law, 57 Yale L.J. 391 (1948). 
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But, even when the state did not step in, distillers soon learned that such re- 
luctance could be costly. Being dependent upon consumer appeal based on non- 
price distinctions such as brand, quality, etc., the whisky producer finds it nec- 
essary to cater to those who control his ultimate outlets. Like druggists,” or- 
ganized liquor retailers have made and broken even nationally advertised 
brands by their own promotional activities.” Distillers, often precluded by 
statute (as in Indiana*’) from entering the distribution field, can ill-afford to in- 
cur retailers’ enmity and generally accede to their demands for price mainte- 
nance at levels permitting high retail mark-ups.** Wholesalers, on the other 
hand, do not occupy a similarly strategic position because they do not influence 
the consuming public directly.** Distillers’ threats of withdrawing distributor- 
ships in branded whiskies are sufficiently effective to bring recalcitrant jobbers 
into line;** and the latter are often made unwilling parties to discount “deals” 


. 
*% “Some distillers’ approach to resale price maintenance is that retailers practically boy- 
cott goods not under retail price maintenance and therefore in order to retain good will the 
distiller must conform.” FTC, op. cit. supra note 21, at 393 (see same authority at 361, 364-67). 


* FTC, op. cit. supra note 21, at 166-218, describes the tremendous pressure retail drug 
organizations have managed to exert upon manufacturers in compelling resale price mainte- 
nance. 


%* Concrete instances of retail organization triumphing over a Big Four distiiier who favored 
price-cutting at the retail level are described in FTC, op. cit. supra note 21, at 363-67. Similarly 
successful price maintenance by retailers coercing reluctant distillers seems to have provided 
the background for Calvert Distilling Co. v. Brandon, 24 F. Supp. 857 (W.D.S.C., 1938), and 
cases cited note 22 supra. According to Ross Federal Research Corp., Consumer Buying 
Habits with Regard to Alcoholic Beverages (1937), 41.68% of the customers of package stores 
in nineteen large cities relied wholly on the recommendation of the retailer in purchasing liquor 
and 48.14% of customers at bars relied on the bartender’s judgment, while in the latter case it 
was estimated that of those customers ordering straight drinks by specific brand 44.10% 
could be “switched” and of those ordering mixed drinks 48.74% could be “‘switched.’’ See also 
Abrahamson, op. cit. supra note 18, at 399-400, 403 a.1, 413-16. 


7 Ind. Stat. Ann. § 12-514 (Burns, 1933). Distillers presently seem desirous of entering the 
field at least at the wholesale level, The Whiskey Rebellion, 35 Fortune, No. 6, at 140, 143 
(June 1947). Seagram once threatened New York City distributors by cutting off supply for a 
short time and obtaining a license for its own wholesale outlet, Sea-~Cal-Frank, which appar- 
ently is still good although as yet unexercised. Business Week at 37 (Dec. 11, 1948). 


% FTC, op. cit. supra note 21, at 358. Perhaps the greatest mystery in the liquor industry 
is exactly why distillers have promoted or enforced resale price maintenance. The FTC Re- 
port concludes that retail pressure is sufficient; and this is the position here adopted. On 
the other hand, the view entertained by many members of the industry personally interviewed 
is that retailers in the Midwest are generally too weak to maintain concerted action against dis- 
tillers. Another motive for resale price maintenance, which might be responsible for this very 
condition, could be preventing the growth of retail units (similar to A & P) capable of bargain- 
ing on a par. Finally, resale price maintenance may simply be another method of keeping big 
competitors in line. See note 20 supra, and note 153 infra. 


*® Wholesalers must also overcome the effect upon retailers of “‘missionary”’ work by dis- 
tillers’ representatives. W. W. Wachtel, President of Calvert, in his testmony before the 
TNEC emphasized the importance of promotional work on the retail level. TNEC hearing, 
op. cit. supra note 15, at 2551, 2566-67. 


% As well, many wholesalers are “tied’’ to distillers who have granted quite substantial 
credit to them. Ibid., at 2509, 2520. 
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benefitting retailers." Unlike retailers, whisky wholesalers are few in number 
and their profit margins are thin.” 

In the light of this factual background it may be useful to reconstruct the 
strategy of the parties in Kiefer-Stewart v. Seagram. Indiana wholesalers saw in 
the termination of OPA an opportunity by concerted action to increase margins 
greatly reduced by wartime taxation. Seagram and Calvert, on the other hand, 
faced a declining post-war consumer market.** Acquiescence to wholesalers’ de- 
mands would have inevitably resulted in higher retail prices and possibly a large 
drop in volume and profits for the distillers. Adopting what may have seemed 
their only rational course, Seagram and its subsidiary exerted counter-pressure 
on rising prices at the wholesale level where they could lower prices without los- 
ing the good will of retailers. 

Between 1946 and 1948 Distillers Corporation—Seagrams Limited once 
again assumed leadership of the whisky industry. Seagrams increased its profits 
after taxes from $24,530,000 in 1946 to $52,500,000 in 1948, pushed its sales up 
fifty-three per cent while total sales for the industry fell twenty-five per cent, 
and in 1948 had control of thirty per cent of the U.S. whisky business.** Whether 
this amazing success is even partially attributable to the policy litigated in the 
Kiefer-Stewart case apparently no one knows. It is certainly possible that such 
nomen pursued, as it was, on a nation-wide scale,® would contribute to such 

ts. 


1 1 Hearings before Subcommittee of the Committee on the Judiciary on Sen. 206, 78th 
Cong. ist Sess. 220-21 (1943). Midwest wholesalers often have no contracts; and their fran- 
chises, when written, contain ten-day cancellation clauses. Representatives of both Illinois 
and Indiana wholesale dealers termed the distillers’ power one of “life and death.’’ Conces- 
sions to retailers, which under resale price maintenance are pure profit and cannot legally be 
passed on to the consumer, are apparently still quite common. For a general discussion of the 
position of wholesalers and retailers in the whisky business see Abrahamson, Whiskey—The 
Incidence of Public Tolerance in Price Policy in Hamilton, Price and Price Policies 395, 417-20, 
422 (1938). 


® High unit margins have attracted large numbers into the retail liquor business even during 
times of falling consumption. Business Week at 70 (Feb. 5, 1949) reported that in New York, 
although sales volume at wholesale alone had dropped from 280 million in 1946 to 215 million in 
1948, 1,128 new retail outlets had opened during the same period. In Indiana, according to 
the brief submitted by the Indiana Retail Package Liquor Stores Ass’n in support of Indiana 
House Bill No. 131 (Feb. 20, 1951) at page 4: “In 1940-41 about 3,500,000 gallons of distilled 
spirits were consumed. In 1949 that figure had fallen to 2,900,000 of distilled spirits. During the 
same period the number of package stores has increased in Indiana from 470 in 1940 to 800 
stores in 1949.” The number of wholesalers on the other hand, according to the Indiana 
Wholesale Liquor Dealers Ass’n, has not varied by more than one or two units since repeal. 
The wholesalers’ mark-up, although once 17} per cent, now rarely exceeds 10 per cent on an 
average. 

33 “People are drinking about as much liquor in 1949 as they drank last year. But that’s 
not particularly good news. For consumption in 1948 was 6% below 1947. And 1947 was down 
a whacking 23% off from 1946.’’ Liquor Is a Price Problem, Business Week at 25 (July 9, 1949). 
See note 18 supra. 


* Seagram in the Chips, 38 Fortune, No. 3, at 97 (Sept. 1948). See Younger Blends, Busi- 
ness Week at 22 (June 19, 1948). 


*% Testimony at the trial indicates the broad scope of Seagram and Calvert’s “hold the line 
policy’’; and the fact that these companies were carrying on an extensive advertising campaign 
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II 


Perhaps no other situation challenges the rationale underlying the per se rule 
more rigorously than maximum resale price-fixing by sellers. So dissimilar from 
cases previously decided under that rule® did the Kiefer-Stewart situation ap- 
pear, that the Court of Appeals for the Seventh Circuit apparently felt com- 
pelled to distinguish between illegal price-fixing and the Seagram-Calvert 
“agreement to prevent an increase in the resale price.”*” Although such a dis- 
tinction is conceptually unworkable,** it is not difficult to sympathize with the 
motives which inspired it. Price-fixing has been excoriated because it interferes 
with “the free play of market forces” ;** yet maximum resale price-fixing, as a 
means of overcoming monopolistic influences on lower levels of distribution, 
may prove extremely useful in the process of freeing those forces. If distributors 
were competitive, they themselves would drive prices down when demand con- 
ditions were such as to make lower consumer prices advantageous to the pro- 
ducer.“ The market situation underlying the Kiefer-Stewart case makes this 
motive to stimulate competition at distribution levels a quite probable explana- 
tion for the distillers’ actions. Arguably, the ruling in Kiefer-Stewart, rather 
than promoting the economic policies embodied in the Sherman Act, may have 
disarmed manufacturers of one of their few weapons against monopolistic dis- 
tributors.“ 


against inflated whisky prices seems to corroborate this. Transcript of Record 71-72, 253, 
Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 U.S. 211 (1951). Not to be overlooked is 
the effect of Seagrams’ vigorous general advertising program. Seagrams not only spends more 
on advertising than any other whisky-maker; but as well it stood eleventh among the largest 
advertisers in the United States in 1950. 58 Time, No. 23, at 100 (Dec. 3, 1951). 


%* The vast majority of cases involved minimum and absolute price-fixing by sellers. Of 
the Supreme Court decisions varying from this pattern, Swift & Co. v. United States, 196 U.S. 
375, 392 (1905), upheld an indictment charging defendants with conspiring “to arbitrarily, 
from time to time raise, lower, and fix prices, and to maintain uniform prices’’; but the Court 
did not discuss the maximum price-fixing charge and seems to have passed upon this aspect 
as part of a general scheme to monopolize the industry by exclusionary tactics. 

37 Kiefer-Stewart Co. v. Joseph E. Seagram & Sons, 182 F. 2d 228, 235 (C.A. 7th, 1950). 

38 Nor is it reconcilable with the language in United States v. Socony-Vacuum Oil Co., 310 
U.S. 150 (1940), where the definition of “price-fixing” was broadened to include not only the 
setting of specific minima or maxima but activities involving any form of tampering with 
market prices. The case itself involved practices which tended to drive market prices up but 
in no sense involved anything like the specific determination of price levels which ceiling-setting 
entails. Much earlier a Circuit Judge had stated: “It is clear . . . that restraint of trade is not 

. to be tested by the prices that result from the combination. Indeed, combination that 
leads directly to lower prices to the consumer may, within the doctrine of the cases, even as 
against the consumer be restraint of trade.”” United States v. Swift & Co., 122 Fed. 522 (C.C. 
ILL., 1903), aff’d 196 U.S. 375 (1905). 

%* United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 221 (1940). 


4° Resale Price Maintenance and the Anti-Trust Laws, 18 Univ. Chi. L. Rev. 369, 376 
(1951). 


41 Peppin, Price-Fixing Agreements Under the Sherman Anti-Trust Law, 28 Calif. L. Rev. 
297, 667 at 731 n. 390 (1940), and see note 6 supra. Kiefer-Stewart argued quite effectively, 
however, that “police power cannot be exercised by a combination of private individuals. To 
permit them to do so would be to delegate the authority of the governmeut to private parties 
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The Court of Appeals was persuaded that defendants were “impaled on one 
prong of a two-horned dilemma.” Had Seagram and Calvert yielded to whole- 
saler pressure (and to the consequent inevitable demands for higher retail 
prices), they would have run the risk of antitrust prosecution for price-fixing 
with groups which, because of their horizontal organization, are not within the 
exemption afforded by the Miller-Tydings Amendment.** Nor could the dis- 
tillers have brought a treble damage action against the conspiring wholesalers, 
as suggested by the Supreme Court,‘ and continued to do business successfully 
in the areas where those wholesalers operated. Not only would it be impractical 
to set up outlets for distribution of a single brand; but also distillers are pre- 
cluded by statute from doing their own distributing and from dealing with other 
than licensed wholesalers.“ Hence, according to the “‘dilemma”’ argument, dis- 
tillers (and many other manufacturers) are effectively restricted to a choice be- 
tween two forms of price-fixing, either of which entails potential antitrust liabili- 
ty after the Kiefer-Stewart decision. 

If one assumes, tentatively, the existence of such a dilemma, there are cogent 
policy arguments favoring non-liability when a producer chooses to indulge in 
maximum price-fixing. Confronted with the risk of prosecution whether they 
yield to distributors or fight them, producers in a majority of instances will 
probably choose the former course.“ Evidential barriers to establishing that 


and to deprive even suspected persons of the protection of the antitrust laws.” Brief for Peti- 
tioner at 38, Kiefer-Stewart Co. v. Seagram & Sons, Inc. 340 U.S. 211 (1951). Certainly the 
antitrust cases are on its side. Fashion Originators’ Guild of America v. Federal Trade 
Commission, 312 U.S. 457 (1941); American Medical Ass’n v. United States, 130 F. 2d 233 
(App. D.C., 1942). One does wonder, nevertheless, whether the distillers would ever find it 
advantageous to bring a treble damage action, especially when they must continue to sell 
through the same wholesale outlets. 


4 Kiefer-Stewart Co. v. Seagram & Sons, Inc., 182 F. 2d 228, 234 (C.A. 7th, 1950). 


43 One of Seagram’s subsidiaries, Frankfort Distilleries, had already suffered twice for 
participation in such vertical-horizontal agreements. “[W]hatever may be the rights of an indi- 
vidual producer under the Miller-Tydings Amendment to make price maintenance contracts or 
to refuse to sell his goods to those who will not make such contracts, a combination to compel 
price maintenance in commerce among the states violates the Sherman Act.” United States v. 
Frankfort Distilleries, Inc., 324 U.S. 293, 296 (1945). Connecticut Importing Co. v. Frank- 
fort Distilleries, Inc., 101 F. 2d 79 (C.A. 2d, 1939). It is interesting to note that in these 
cases pressure for price maintenance appears to have originated in the wholesale and retail 
groups. Connecticut Importing Co. v. Continental Distilling Corp., 129 F. 2d 651 (C.A. 2d, 
1942), contains a description of the manner in which even wholesalers were able to make their 
influence felt in forcing a distiller to enforce price maintenance. 


44 Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 U.S. 211, 214 (1951). 
4 See text and note at note 27 supra. 


4 In a number of states, including Indiana, there is no choice, fair trade having been made 
mandatory for distillers. Indiana’s requirement, introduced shortly after the events which 
culminated in the Kiefer-Stewart case, is imposed by regulations of the Indiana Alcoholic 
Beverage Commission as a prerequisite to “price and brand”’ liquor advertising. Brief for 
Respondents at 24 n. 11 and Transcript of Record at 215, Kiefer-Stewart Co. v. Seagram & 
Sons, Inc., 340 U.S. 211 (1951). See notes 14 and 23 supra. 
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fair trade agreements are in fact unlawful horizontal arrangements make suc- 
cessful prosecution by the Justice Department (or even private persons) less 
likely than suits by injured distributors,“ and the latter are certain to prove 
more expensive to producers.“ In an economy permeated with “fair” trade 
agreements which have seriously restricted the benefits of competition to ulti- 
mate consumers“ and increased the instability of the business community by 
adding immensely to the number of marginal distributors,*® the Supreme 
Court’s decision would not seem to promote the ends which the Sherman Act 
was intended to serve. 

But there are significant defects in the “dilemma” argument. First, nothing 
in the Supreme Court’s opinion prohibits a single trader from fixing resale price- 
ceilings—only conspiring to do so is proscribed ;*' and therefore the dilemma de- 
scribed will confront only the trader who must conspire with another in fixing 
prices. This answer to the “dilemma” argument is not a cogent one. The concept 
“conspiracy”’ has been so extended by antitrust decisions as to make it doubtful 
that conspiracy would be found lacking in any resale price-fixing situation. It is 
well settled that illegal price-fixing conspiracies can exist between a parent and 
its wholly owned subsidiary ;* and it seems likely that such conspiracies will be 
found to exist among the officers of a single corporate entity.** Even more impor- 


47 FTC, Report on Resale Price Maintenance LXI (1945). 


48 See Triple Damage—It’s Murder, Business Week at 59 (April 22, 1950), and compare 
with the almost nominal (for big business) maximum fine per count recoverable in criminal 
actions against violators of the Sherman Act. 26 Stat. 209 (1890), as amended, 15 U.S.C.A. 
§ 1 (1951). 


49 “Tt is obvious from the Miller-Tydings Act and the fair trade laws now flourishing in 
forty-five states that we don’t want price competition in a large section of retail trade.”” Mason, 
The Current Status of the Monopoly Problem in the United States, 62 Harv. L. Rev. 1265 
(1949). “[RJesale price maintenance, legalized to correct abuses of extreme price competition, 
is subject to use as a means of effecting enhancement of prices by secret agreements and 
restraint of competition by coercive action on the part of interested cooperating trade groups 

. . in such ways and to such an extent as to make it economically unsound and undesirable in 
a competitive economy.” FTC, op. cit. supra note 47, at LXIV. 


§ See note 32 supra. 


1 “Seagram and Calvert acting individually perhaps might have refused to deal with 
petitioner or with any or all of the Indiana wholesalers. But the Sherman Act makes it an 
offense for respondents to agree among themselves to stop selling to particular customers.” 
Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 U.S. 211, 214 (1951). 


%Schine Theatres, Inc. v. United States, 334 U.S. 110, 116 (1948) (conspiracy found 
among parent corporation, three officers and directors of the parent, and five wholly owned sub- 
sidiaries); United States v. General Motors Corp., 121 F. 2d 376 (C.A. 7th, 1941) (conspiracy 
found among GMC and two of its wholly owned subsidiaries, GMSC and GMAC); cf. United 
States v. Griffith, 334 U.S. 100 (1948) (conspiracy found among four affiliated corporations 
and two stockholder-officers); cf. United States v. Crescent Amusement Co., 323 U.S. 173 
(1944) (conspiracy among nine affiliated companies); cf. United States v. Yellow Cab Co., 
332 U.S. 218 (1947) (conspiracy among majority stockholder and partially owned subsidiaries). 

53 Cf. Lorain Journal Co. v. United States, 342 U.S. 143 (1951); and Schine Theatres, Inc. v. 
United States, 334 U.S. 110, 116 (1948). But see Justice Jackson’s dissent in Timken Roller 
Bearing Co. v. United States, 341 U.S. 593, 606 (1951), where he says: “It is admitted that if 
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tant for the Kiefer-Stewart-type case is the fact that, whenever maximum resale 
price-fixing is even partially successful, all the elements of an illegal agreement 
or concert of action between the producer and its complying distributors must 
be present; and the Miller-Tydings Amendment offers no immunity for maxi- 
mum resale price-fixers.* 

More serious defects in the “dilemma”’ argument are the probability of abuse 
of legalized maximum resale price-fixing, the rarity of situations in which it can 
be employed in overcoming illegal combinations of distributors, and the doubt- 
ful value to the general economy of even the latter activity. By persuading pro- 
ducers to impose resale price-ceilings on wholesalers, strong retail groups could 
cut wholesale prices to themselves and yet disguise their monopsony as produc- 
er-price-fixing, a practice which would certainly become popular if sellers’ maxi- 
mum resale price-fixing were not per se illegal. Possibly large and well-en- 
trenched producers in an industry subject to extreme fluctuations might find it 
profitable to keep prices down in abnormal periods, thus sacrificing some short- 
run profits to maintain price stability and avoid the rigors of competition over 
the long run.® Again, this type of behavior would be compatible with a desire 
to avoid antitrust prosecution by cautious maneuvering away from the public 
limelight which often falls most glaringly on those who charge high prices and 
make large profits.” Whatever the motives, in each of the above situations the 


Timken had, within its own corporate organization, set up separate departments to operate 
plants in France and Great Britain [rather than subsidiary corporations] . . . ‘that would not 
be a conspiracy. You must have two entities to have a conspiracy.’”’ Perhaps corporate 
officers qua officers are not entities distinct from the corporation itself. But this would indeed 
be anomalous, for the fact that they were acting in an official capacity has not immunized 
corporate officers from personal liability under the Sherman Act (e.g., Schine case). 

54 See note 5 supra. 


% Such, for example, would be an acceptable explanation of facts revealed by the Celler 
Committee’s inquiry into the newsprint industry. Although extreme shortages made possible 
a much higher return, newsprint manufacturers generally maintained low price ceilings and 
fought vigorously the resulting black market. At least one freely admitted to the Committee 
that the existing price, maintained by producer “self restraint,’’ would discourage new capital 
investment. Testimony of James Zellerbach, President of Crown Zellerbach Corp., 6A Hearings 
before Subcommittee on Study of Monopoly Power of the Committee on the Judiciary, H. R. 
Rep. 81st Cong. 2d Sess. 916-17, 944-45 (1950). The Congressional investigation failed to re- 
veal, however, why potential investors were not aware of the potential prices obtainable in the 
market; and the explanation of maximum price ceilings as a method of exclusion seems unsatis- 
factory for that reason. Nevertheless, it is the explanation publicly adopted by the Celler Com- 
mittee. N.Y. Times § 1, p. 12, col. 1 (May 6, 1951); and Wall St. Jour., p. 2, col. 3 (May 5, 
1951). A variant of this market tactic seems to have been employed by Alcoa to maintain its 
monopolistic position by making the business sufficiently unattractive so as not to be worth a 
battle with Alcoa’s economic strength. United States v. Aluminum Co. of America, 148 F. 2d 
416, 426 (C.A. 2d, 1945). 


% The Newsprint investigation had overtones of this attitude as well. 6A Hearings before 
the Subcommittee on Study of Monopoly Power, op. cit. supra note 55, at 918-19. Such also 
would appear to be one of the motivations for the setting of price levels below obtainable 
market prices revealed in the recent steel investigation. 4A Hearings before Subcommittee on 


Study of Monopoly Power of the Committee on the Judiciary, H.R. Rep. 8ist Cong. 2d Sess. 
733-35 (1950). 
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effect of maximum resale price-fixing would be to obstruct rather than aid auto- 
matic market mechanisms in obtaining a desirable allocation of resources. 

Only under the relatively rare circumstances of the principal case would a 
producer be likely to employ maximum resale price-fixing to combat illegal com- 
binations of distributors. Ordinarily it would be a useless weapon against any 
combination whose power depends primarily on the manner in which some dis- 
tributors can influence sales of a branded product by promoting nonprice factors 
—a common situation in resale price maintenance cases.” If maintained prices 
were reduced, such distributors would not only desire to push sales of competing 
products on which margins were larger but would, as well, tell consumers that 
lower prices were indicative of deterioration in quality. Defendants’ actions in 
the instant case, however, are reconcilable with the existence of ‘‘consumer in- 
fluence”’ monopolies at the retail level. By preserving the status quo in a period 
when wholesale and retail liquor prices generally were rising, it was possible for 
Seagram to maintain retail margins and nevertheless undersell the market.®* If 
wholesale prices had risen as the wholesalers planned, Seagram would have had 
to contend with whatever consumer influence retailers might exert or submit to 
higher retail prices and lower sales volume. 

Even as against a distributor combination, whose power results from state 
restrictive licensing and required dealing (as is probably the case with Indiana 
wholesalers), maximum resale price-fixing alone would hardly be effective in de- 
stroying this power and would need to be conjoined with offsetting monopoly 
power at the producer level. In the Kiefer-Stewart case, Seagram was probably 
using maximum resale price-fixing as a mechanism for exerting its own coercive 
market power to overcome that of the wholesaler combination. Without this 
monopoly power a producer probably could not enforce his demands for maxi- 
mum resale price-fixing. 

Stripped of its advocate’s clothing, the “dilemma,” argument is a naked de- 
mand that monopoly profits be distributed to different pockets. That the pro- 
ducer’s monopoly power in this case may not be sufficient to bring it within the 
reigning interpretation of Section 2 of the Sherman Act,®* while the wholesaler 

57 See text at notes 139-44 infra. 

58 Kiefer-Stewart’s version of economic occurrences during this period is much different 
from that described here. It claims that prices began to rise late in 1946 when supplies were 
scarce and that the decline occurred only in 1947 at which time Seagram and Calvert ‘‘executed 
and filed fair trade contracts perpetuating their former maximum prices as minima.” Brief for 
Petitioners at 33, Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 U.S. 211 (1951). This inter- 
pretation does not jibe with other data. In the middle of 1946 Barron’s reported large whisky 
inventories and the prospect of sharp competition. Corrado, Bigger Whiskey Inventories, 29 
Barron’s at 7 (Aug. 26, 1946). At the time fair trade contracts were made not only were dis- 
tillers being pushed by the new beverage commission regulation, but, as well, a 60-day holiday 
had been declared on the manufacture of neutral spirits, which stimulated a buying spree in 
blends. Whisky Shortage? Business Week at 21 (Oct. 18, 1947). Petitioners’ version would 


seem to attribute to Seagram’s activities a type of irrationality not reflected in its sales and 
profits for the period. See text at note 34 supra. 


59 United States v. Aluminum Co. of America, 148 F. 2d 416 (C.A. 2d, 1945). 
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combination is probably violative of the Act, should not work in the producer’s 
favor. Quite commonly a method of exacting monopoly profit is held illegal 
when the monopoly is not. 


Il 


Kiefer-Stewart Co. v. Seagram & Sons, Inc. is a far more significant decision 
when its facts are viewed in the limited perspective adopted by the Supreme 
Court. On a record totally devoid of evidence or findings that the defendants 
were capable of restraining competition by influencing the market price of 
whisky or that they actually produced an effect on the market, the Court held 
their agreement illegal per se.*' Indeed, the Kiefer-Stewart jury was expressly in- 
structed that power and effect were wholly irrelevant to the illegality of a price- 
fixing agreement under the Sherman Act." Kept clearly before the courts, this 
ratio decidendi could serve in future antitrust litigation to relieve the govern- 


® Standard Oil Co. of California v. United States, 337 U.S. 293, 310 (1949), presents an 
illustration of this principle recognized by the Court as such. There exclusive supply contracts 
with retailers were held illegal per se although the Court expressly admits that, if the re- 
tailers had been agents of the supplier, the arrangements would probably have been upheld. 

Even better examples are the ‘‘Tie-in”’ cases such as International Salt Co. v. United States, 
332 U.S. 392 (1947); Mercoid Corp. v. Mid-Continent Investment Co., 320 U.S. 661 (1944); 
Motion Picture Patents Co. v. Universal Film Mfg. Co., 243 U.S. 502 (1917), which preclude 
patentees from tying in unpatented articles with sales of patented products. The only satis- 
factory economic explanation for this behavior is that it represents a form of price discrimina- 
tion. Where consumer demand for the patented article varies directly with the consumer’s 
use of an unpatented article, it is possible to maximize profits by charging above-market prices 
for the unpatented article tied to the patented product. The increment above market price on 
the unpatented article is actually part of the price of the patented product. Despite the lan- 
guage of the courts, this is clearly exploitation of the sanctioned patent monopoly, not ex- 
tension thereof. 

Another example is the prohibition on resale price maintenance by a patentee under a cross- 
licensing plan, United States v. Line Materials Co., 333 U.S. 287, 314-15 (1947), although 
again the Court (probably erroneously) speaks of extension as opposed to exploitation of the 
patent monopoly. See Automatic Radio Co. v. Hazeltine, Inc., 339 U.S. 827, 838 (1950), 
upholding block patent licensing and a percentage-of-total-sales royalty agreement as mere 
exploitation of the patent monopoly over a vigorous protest ‘‘that the patentee received 
royalties on unpatented products as part of the price for the use of the patent.” 


® The complaint contains allegations (probably inaccurate) that during 1940 through 1942 
Distillers Corporation—Seagrams, Ltd., controlled 80 per cent of the spirit blend sales in the 
United States, spirit blends in 1946 representing 89.6 per cent of the whisky sold. Transcript 
of Record at 6-7. Although spirit blends represented only 48 per cent of the market when 
Seagram had 80 per cent control and by 1946 Seagram undoubtedly had a much smaller per- 
centage, its power, even then, was probably sufficient to be felt in the market. But the salient 
parts of these allegations were denied in the answer (Transcript of Record at 18-19) ; and plain- 
tiff made no attempt to repeat or substantiate them in the course of the trial. 


@ “Tf, therefore, you find from a preponderance of the evidence that such a contract or 
conspiracy was entered into by the defendants for the purpose of fixing the resale prices of 
their products, then you shall find that such contract was illegal within the meaning of this 
statute, and it will not be necessary for you to go any further into the reasons why it was illegal 

.. it is illegal within itself... . You need not consider whether the prices so fixed were 
reasonable, nor whether the price-fixers controlled the market, or that some desirable ends 
were served.” Transcript of Record at 267. For exception to the instruction see ibid., at 271, 
354. 
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ment, as well as private parties, of the tedious and expensive burden of present- 
ing elaborate industry studies and expert economic testimony intended to dem- 
onstrate the effect and power of price-fixing combinations.** Precedent makes it 
extremely doubtful that these relaxed evidential requirements will be considered 
applicable only in resale price-fixing cases. At the other extreme, a logical but 
dangerously expansive interpretation of Kiefer-Stewart could make those re- 
quirements applicable in every case properly arising under Section 1 of the 
Sherman Act, since almost every economic arrangement prohibited by that 
statutory provision has price affectation as an ultimate objective." For a prog- 
nosis of the extent to which the per se category is likely to be expanded, it is 
necessary to re-examine the evolution of the price-fixing rule of which Kiefer- 
Stewart represents a noteworthy development. 


With some relatively insignificant exceptions," federal courts prior to 1911 
struck down the price-fixing agreements which came before them. Evidence of 


*3 For excellent descriptive discussions of the evidential problems involved in antitrust 
prosecution, see McAllister, The Big Case: Procedural Problems in Antitrust Litigation, 64 
Harv. L. Rev. 27 (1950); Whitney, The Trial of an Anti-Trust Case, 5 Record of N.Y. Bar 
449 (1950); Dession, The Trial of Economic and Technological Issues of Fact, 58 Yale L.J. 
1019, 1242 (1949). 


* “Tn the cases considered by this Court since the Standard Oil Co. case in 1911 some form 
of restraint of commercial competition has been the sine qua non to the condemnation of con- 
tracts, combinations or conspiracies under the Sherman Act, and in general restraints upon 
competition have been condemned only when their purpose or effect was to raise or fix the 
market price.” Apex Hosiery Co. v. Leader, 310 U.S. 469, 500 (1940). 


* United States v. Nelson, 52 Fed. 646, 647 (D.C. Minn., 1892) (upholding an agreement 
among midwestern lumber dealers to raise prices above the prevailing market because there 
was no allegation as to market effect and because the judge believed that no price-fixing 
agreement could be successful unless the parties controlled all of the commodity); Gibbs v. 
McNeeley, 102 Fed. 594, 596 (W.D. Wash., 1900) (agreements fixing prices and limiting 
production among producers of red cedar shingles held not illegal in absence of showing that 
prices or quotas were unreasonable); Dr. Miles Medical Co. v. Jaynes Drug Co., 149 Fed. 838 
(C.C. Mass., 1906) (upholding a system of resale price maintenance between a patent medicine 
manufacturer and its jobbers and retailers); Rubber Tire Wheel Co. v. Milwaukee Rubber 
Works Co., 154 Fed. 358 (C.A. 7th, 1907) (upholding a system of resale price maintenance and 
production control between a patentee and his manufacturing licensees). 


United States v. Jellico Mt. Coal & Coke Co., 46 Fed. 432 (C.C.Tenn., 1891) (resale price 
maintenance by all mine owners and dealers in Nashville area) ; United States v. Trans-Missouri 
Freight Ass’n, 166 U.S. 290 (1897) (agreement among competing railroads to maintain 

rates on traffic south and west of Missouri River); United States ». Hopkins, 82 Fed. 529 (C.C. 
Kan., 1897) (combination of all but one of the livestock commission merchants buying and 
selling at Kansas City Stockyards, the only available public market for a large number of 
states, to fix minimum commission rates); United States v. Coal Dealers’ Ass’n of California, 
85 Fed. 252 (C.C. Calif., 1898) (agreement among retail and wholesale coal dealers controlling 
between 75 and 90 per cent of the domestic fuel traffic in San Francisco to maintain prices and 
exclude price-cutters); United States v. Joint Traffic Ass’n, 171 U.S. 505 (1898) (agreement 
among competing railroads to maintain freight rates between Chicago and Atlantic coast); 
Addyston Pipe & Steel Co. v. United States, 175 U.S. 211 (1899) (division of territory and 
price-fixing agreement among six major pipe manufacturers who, within the freight margin 
handicapping Atlantic seaboard manufacturers had a practical monopoly in thirty-six states) ; 
Chesapeake & Ohio Fuel Co. v. United States, 115 Fed. 610 (C.A. 6th, 1902) (exclusive sales 
agency agreement among producers of 30 per cent of coal and 40 per cent of coke produced in 
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power and effect, as well as purpose, was present in all the cases, however;* and 
it is not clear from the opinions which were considered necessary or sufficient. 
Arguably the Supreme Court’s reliance on the word “every” in Section 1 of the 
Act indicated a desire to condemn all price-fixing agreements regardless of ef- 
fect or the power of the combination.® On the other hand, in United States v. 
Trans-Missouri Freight Association Justice Peckham wrote: 


In this light it is not material that the price of an article may be lowered. Jt is the 
power of the combination to raise it... . Nor is it for the substantial interests of the 


country that any one commodity be within the sole power . . . of one powerful combina- 
tion of capital. 


These words envision substantial, if not complete, control of the market as a 
basis for price-fixing illegality—not mere purpose alone. Subsequently the same 
court felt obliged to introduce a requirement that the restraint on commerce be 
of a direct nature “or else there would scarcely be an agreement or contract 
among businessmen that could not be said to have, indirectly or remotely, some 
bearing on interstate commerce, and possibly to restrain it.”’”° 

During this period, then, despite rejection of the rule of reason, the Supreme 
Court appears to have been concerned with the obvious power and effect of the 
large combinations before it. Only in Judge Taft’s statement of the common law 
—that “where the sole object of the parties in making the contract as expressed 


Kanawha district of W.Va.); Ellis v. Inman, Poulsen & Co., 131 Fed. 182 (C.A. 8th, 1904) 


(combination of only manufacturers of seasoned and kiln-dried lumber in Portland area re- 
fusing to sell to contractors who had purchased rough lumber elsewhere unless they paid 
difference in purchase price and the maintained price of combination’s rough lumber) ; United 
States v. Swift & Co., 196 U.S. 375 (1905) (conspiracy of midwestern meat-packers controlling 
60 per cent of national meat production to fix prices and not to bid against each other on live- 
stock markets); Leonard v. Abner-Drury Brewing Co., 25 App. D.C. 161 (1905) (attempt by 
four of five brewers in D.C. to compel fifth to raise his price through labor boycott struck 
down under common law) ; United States v. McAndrews & Forbes Co., 149 Fed. 823 (S.D.N.Y., 
1906) (price-fixing agreement between two manufacturers producing 85 per cent of licorice 
paste in United States); Continental Wall Paper Co. v. Voight & Sons Co., 212 U.S. 227 (1909) 
(association of producers of more than 98 per cent of all the wall paper in the United States 
which fixed prices and regulated production). 

*7 There is some question about Chesapeake & Ohio Fuel Co. v. United States, 115 Fed. 
610, 624 (C.A. 6th, 1902), where it was stated that the “law reaches combinations which may 
fall short of complete control of a trade or business and does not await the consolidation of 
many small combinations into the huge ‘trust’ which shz!! control the production and sale 
of a commodity.” 

8 “Every contract, combination ...or conspiracy, in restraint of trade or commerce 
among the several states . . . is hereby declared illegal.” 26 Stat. 209 (1890), as amended, 
15 U.S.C.A. § 1 (1951). “{Tjhe plain and ordinary meaning of such language is not limited to 
that kind of contract alone which is in unreasonable restraint of trade, but all contracts are 
included in such language, and no exception or limitation can be added without placing in the 
act that which has been omitted by Congress.” United States v. Trans-Missouri Freight Ass’n, 
166 U.S. 290, 328 (1897). Whether a particular agreement is ‘‘in restraint of trade,” however, 
may be another matter. 

® 166 U.S. 290, 324 (1897). (Emphasis added.) 


7 United States v. Joint Traffic Ass’n, 171 U.S. 505, 568 (1898). 
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therein is merely to restrain competition and enhance or maintain prices, it 
would seem that there was nothing to justify or excuse the restraint”’“—does 
one find real support for the proposition that general purpose alone is sufficient 
to sustain a charge of violating the Sherman Act. 

Between 1911 and 1927 the direct price-fixing cases followed two distinctive 
patterns—systems of resale price maintenance and trade association arrange- 
ments. Beginning with Dr. Miles Medical Co. v. Park & Sons,” the Supreme 
Court, with but one minor deviation,” held that agreements between a pro- 
ducer and his distributors to fix minimum resale prices were illegal under the 
Sherman Act. A majority of these cases involved rather obvious power and ef- 
fect features,’ but in at least two” the Court seems to have verged upon a hold- 
ing that a price-fixing purpose alone is illegal. In the Dr. Miles case the Court 
did not discuss the producer’s general market position but contented itself with 


™ United States v. Addyston Pipe & Steel Co., 85 Fed. 271, 282 (C.A. 6th, 1898), where he 
adds: ‘‘Upon this review of the law and the authorities, we can have no doubt that the associa- 
tion of the defendants... however great the competition they had to encounter... was 
void at common law, because in restraint of trade, and tending to monopoly.” Ibid., at 291. 

7 220 U.S. 373 (1911). 


73 United States v. Colgate & Co., 250 U.S. 300 (1918), came up on an indictment inter- 
preted by the lower court as not charging an agreement but simply threats not to sell to dis- 
tributors who sold below specified retail prices. The Court held that it was within the privilege 
of a property owner to sell to whom he pleased as long as he did not exact price maintenance 
agreements from his buyers. Although thoroughly limited by cases permitting agreements to 
be implied from a course of dealing, e.g., United States v. Schrader’s Son, Inc., 252 U.S. 85 
(1920), the Colgate case has shown amazing vitality in recent lower federal court decisions, 
e.g., Adams-Mitchell Co. v. Cambridge Distributing Co., 189 F. 2d 913, 916 (C.A. 2d, 1951); 
and Justice Black must have had it in mind when he wrote: ‘‘Seagram and Calvert acting 
individually perhaps might have refused to deal with petitioner or with any or all of the Indi- 
ana wholesalers. But the Sherman Act makes it an offense for respondents to agree among 


themselves to stop selling to particular customers.” Kiefer-Stewart Co. v. Seagram & Sons, 
340 U.S. 211, 214 (1951). 


™ Standard Sanitary Mfg. Co. v. United States, 226 U.S. 20 (1912) (agreements between 
patentee and licensees controlling 85 per cent of the production of enamelled iron sanitary 
ware to fix jobbers’ resale prices held illegal as outside the privileges of a patent monopoly); 
Straus v. American Publishing Ass’n, 231 U.S. 222 (1913) (attempt by 75 per cent of na- 
tion’s publishers, urged on by an association representing a majority of booksellers, to refuse 
sale to department store not complying with resale price schedule is held illegal as to both 
copyrighted and uncopyrighted works); Ford Motor Co. v. Union Motor Se%es Co., 244 Fed. 
156 (C.A. 6th, 1917) (manufacturers of patented article not permitted to set price for resale by 
dealer purchasing on conditional sale); Boston Store of Chicago v. American Gramophone Co., 
246 U.S. 8 (1918) (patentee not permitted to fix resale price on gramophone sold to retailer); 
United States v. Schrader’s Son, Inc., 252 U.S. 85 (1920) (same); Frey & Son, Inc. v. Cudahy 
Packing Co., 256 U.S. 208 (1921) (alleged conspiracy between manufacturer and jobbers of 
trademarked cleanser to maintain resale price held illegal, but reversed for error in instruc- 
tions) ; Victor Talking Machine Co. v. Kemeny, 271 Fed. 810 (C.A. 3d, 1921) (patentee, whole- 
salers, and retailers). But see United States v. General Electric Co., 272 U.S. 476 (1926) (pat- 
entee permitted to fix resale prices on patented articles for wholesalers and dealers acting as 
its bona fide agents and to compel a manufacturing licensee to erect a similar system of re- 
sale price maintenance). 


™ Dr. Miles Medical Co. v. Park & Sons, 220 U.S. 373 (1911), and FTC v. Beech-Nut 
Packing Co., 257 U.S. 441 (1922). 
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the fact that the agreements were made “‘with ‘most of the jobbers and whole- 
sale druggists of the country,’ . . . having for their purpose the control of the 
entire trade.” In language reminiscent of Judge Taft’s broad dictum referred 
to above, Justice Hughes stated that “agreements . . . having for their sole pur- 
pose the destruction of competition and the fixing of prices, are injurious to the 
public interest and void.””” As precedent for a literal rule of per se illegality, 
however, the case is quite vulnerable to distinction. Not only was it decided be- 
fore Justice White’s famous pronouncement of the “‘rule of reason,’’”* but it in- 
volved a “secret process” which may have been considered an element of market 
power comparable to a patent. Finally, recognizing that ‘‘the advantages of es- 
tablished retail prices primarily concern the dealers,””® not producers, the 
Court appears to have treated the plaintiff-producer as representative of a com- 
bination of dealers, in this case a large percentage of the nation’s druggists. 
By their particularly influential form of consumer taste control, Dr. Miles’ dis- 
tributors may have been compelling resale price maintenance much as liquor 
retailers appear to do with their control of outlets and similar consumer influ- 
ence. It is at least arguable that resale price maintenance under these circum- 
stances involves significant market power and effect.™ 

More than offsetting the vague advances of Dr. Miles Medical Co. toward the 
Kiefer-Stewart position, Board of Trade of Chicago 0. United States, upheld a 
grain exchange rule fixing, at the closing bid, prices between daily sessions on 
grain “to arrive.” Justice Brandeis wrote: 
But the legality of an agreement or regulation cannot be determined by so simple a 
test, as whether it restrains competition. Every agreement concerning trade, every 
regulation of trade, restrains. . . . The true test of legality is whether the restraint im- 
posed is such as merely regulates and perhaps thereby promotes competition or whether 
it is such as may suppress or even destroy competition. To determine that question the 
court must ordinarily consider the facts peculiar to the business to which the restraint 
is applied . . . the nature of the restraint and its effect, actual or probable.* 

% 220 U.S. 373, 400 (1911). 7 Tbid., at 408. 

7 Standard Oil Co. of New Jersey v. United States, 221 U.S. 1 (1911). 

79 220 U.S. 373, 407 (1911). * Tbid., at 408-409. 


8! See discussion of the “separate market” theory of resale price maintenance in text at 
notes 139-44 infra. Decided long after the rule of reason had become imbedded in antitrust 
precedent, FTC v. Beech-Nut Packing Co., 257 U.S. 441 (1922), echoes the sweeping pro- 
hibition of resale price-fixing found in the Dr. Miles case. It is possibly distinguishable as an 
interpretation, not of the Sherman Act, but of the more specific prohibitions in Section 5 of 
the Federal Trade Commission Act, 38 Stat. 717 (1914), as amended, 15 U.S.C.A. § 45 (1951). 
More important, the opinion recognizes the market power aspects of resale price maintenance 
entered into ‘‘with the purpose and effect of securing the trade of such jobbers, wholesalers, 
and retailers, and of enlisting their active support and cooperation in enlarging the sale of re- 
spondent’s products, to the prejudice of its competitors who do not require and enforce the 
maintenance of resale prices for their products.” Ibid., at 445. 

246 U.S. 231 (1918). 


83 Tbid., at 238. Further, the Government was criticized for its failure ‘‘to show that the 
rule was designed to or that it had the effect of limiting the amount of grain shipped to Chicago 
. .. or of raising or depressing prices.” Ibid. 
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Although the Board of Trade case makes it fairly clear that proof of all three 
—purpose, power, and effect—is prerequisite to the illegality of price-fixing 
agreements under the Sherman Act, its rigid evidentiary requirements were soon 
relaxed by American Column & Lumber Co. v. United States.** There the dis- 
semination of elaborate statistics and “‘suggestions’’ as to prices and production 
by an association of lumber dealers controlling but one-third of the national 
hardwood production was held illegal. Lacking proof of a definite agreement as 
to production and prices, the Court considered this deficiency supplied by ‘‘the 
disposition of men to follow their most intelligent competitors.” Although less 
exacting than Justice Brandeis, Justice Clarke does not appear to have discard- 
ed the power and effect requirements but merely to have accepted less precise 
evidence, there being obvious attempts to demonstrate the market effect of the 
trade association’s activities throughout the opinion.” 

United States v. American Linseed Oil Co.,"" involved similar activities (in- 
cluding a basing-point system of price-fixing) on the part of an association of 
linseed product manufactures and distributors controlling ‘‘a very large part” 
of the total linseed market.** The combination was held illegal because “‘its 
necessary tendency [was] to suppress competition in trade between the states.’”® 

Justice Stone, who upheld comparable trade association activities in Maple 
Flooring Mfrs’ Ass'n v. United States® and Cement Mfrs’ Protective Ass’n 0. 
United States," distinguished the American Column and Linseed cases relying 
heavily on “the fact that the court inferred from the peculiar circumstances of 
each case that concerted action had resulted or would necessarily result in tend- 
ing arbitrarily to lessen production or increase prices.” It is possible that the 
Court intended the “necessary tendency”’ requirement to apply only where no 
express agreement among competitors could be shown; but the words them- 
selves would seem rather to necessitate proof of market power on the part of the 


84 257 U.S. 377 (1921). 
8 Thid., at 399. 


® Reference is made in a number of places to price increases during periods when the 
association was most active (ibid., at 407-409) and to the satisfaction of the members with 
the results produced (ibid., at 405-407). ‘‘While it is true that 1919 was a year of high and in- 
creasing prices generally . . . we cannot but agree with the members of the ‘Plan’ themselves 
. . . in the conclusion that the united action of this large and influential membership of dealers 
contributed greatly to this extraordinary price increase.” Ibid., at 409. 

In a subsequent holding that the activities (which included price-fixing) of a combination 
of bill posters were violative of the Sherman Act, the Court was careful to state that the combi- 
nation was so large it was “‘practically impossible for an advertiser to utilize posters except by 
employing members of the Association.” Charles A. Ramsay Co. v. Associated Bill Posters, 
260 U.S. 501, 510 (1923). 


87 262 U.S. 371 (1923). 

88 Thid., at 380. % 268 U.S. 563 (1925). 
** Thid., at 389. " 268 U.S. 588 (1925). 
* Maple Flooring Mfrs’ Ass’n v. United States, 268 U.S. 563, 585 (1925). 
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parties to any price-fixing agreement, as was the case in Justice Stone’s later 
opinions.** 

Until 1927, then, with the possible exception of Dr. Miles v. Park & Sons, 
Section 1 price-fixing cases before the Supreme Court generally contained evi- 
dence both of power to effect market forces and actual effect produced. The lan- 
guage of the opinions, although far from clear, indicates not only recognition of 
these elements but requirement of their presence before agreements as to prices 
would be condemned. Such clearly was Judge Learned Hand’s interpretation in 
1924 when he wrote: “We should have supposed that, if one thing were definite- 
ly settled, it was that the Sherman Act forbade all agreements preventing com- 
petition in price among a group of buyers, otherwise competitive, if they are 
numerous enough to effect |sic] the market.’”** 

Clarifying the trend of price-fixing law and corroborating a “power” interpre- 
tation of the “necessary tendency” doctrine in the trade association cases, 
United States v. Trenton Potteries Co.™ is generally recognized as the first explicit 
formulation of the per se rule. Manufacturers and distributors of eighty-two per 
cent of the vitreous pottery bathroom fixtures produced in the United States 
combined to fix prices and limit outlets. Defendants alleged error in the trial 
court’s refusal to submit the question of reasonableness of the prices fixed to the 
jury and in the charge that “‘an agreement on the part of the members of a com- 
bination controlling a substantial part of an industry, upon the prices which the 
members are to charge, is in itself an undue and unreasonable restraint of trade 


and commerce.” In upholding this charge as a correct statement of the law, 
Justice Stone concluded that “uniform price-fixing by those controlling in any 
substantial manner a trade or business in interstate commerce is prohibited by the 
Sherman Law, despite the reasonableness of the prices agreed upon.” The 


*8 In United States v. Trenton Potteries Co., 273 U.S. 392 (1927), which involved an express 
price-fixing agreement, Justice Stone limited the per se rule to combinations with substantial 
market control. In the Maple Flooring case, however, Justice Stone took pains to point out 
that it was “neither alleged nor proved that there was any agreement among the members of 
the Association either affecting production, fixing prices, or for price maintenance.” 268 U.S. 
563, 567 (1925). 

Upon a theory similar to that underlying Trenton Potteries, the Court in FTC v. Pacific 
States Paper Trade Ass’n, 273 U.S. 52 (1926), held illegal under Section 5 of the Federal 
Trade Commission Act an agreement to fix uniform prices to retailers made among whole- 
salers controlling 75 per cent of the paper sales in the Northwest. 

* Live Poultry Dealers’ Protective Ass’n v. United States, 4 F. 2d 840, 842 (C.A. 2d, 1924)" 
(Emphasis added.) The general trend of antitrust cases at the time is reflected in United 
States v. U.S. Steel Corp., 251 U.S. 417, 450-51 (1920), which contains a clear holding that 
naked power in the absence of unlawful purpose or effect cannot constitute a violation of 


Section 2 of the Sherman Act. See also Butchart v. United States, 295 Fed. 577, 578 (C.A. 9th, 
1924). 


% 273 U.S. 392 (1927). 
* Tbid., at 396. (Emphasis added.) 


* Thid., at 398. (Emphasis added.) Four years prior to Trenton Potteries, the Court had 
stated, by way of dictum, that a combination of railroad companies to fix reasonable rates 








F mee — 


#6 








its opinion largely on the “fact” that “‘cracked 





1952] COMMENTS 855 


Board of Trade case was distinguished as affecting “only a small proportion of 
the commerce in question” and “dealing . . . with a regulation of a board of 
trade ... not... a price agreement among competitors in an open market.” 

Despite later expansive interpretation,” it must be clear that Trenton Pot- 
teries is precedent only for the proposition that price-fixing among parties ca- 
pable of affecting the market is unreasonable per se.’ But, as a concomitant of 
this increased emphasis on the combination’s power, where substantial control 
is proved, a conclusive presumption of market effect replaces the Board of Trade 
requirement that such effect be shown. This change greatly lightened the gov- 
ernment’s evidential burden by permitting a percentage of the market to be sub- 
stituted for an elaborate statistical study of price behavior. 

Subsequent decisions sustain the power interpretation of Trenton Potteries. 
Upholding an agreement fixing royalty rates among owners of competing and 
conflicting patents, the Court, in Standard Oil Co. (Indiana) v. United States, 
wrote: “In the absence of proof that the primary defendants had such control 
of the entire industry as would make effective the alleged domination of a part, 
it is difficult to see how they could by agreeing upon royalty rates control either 
the price or the supply of gasoline, or otherwise restrain competition.’”* Not 
only does Justice Brandeis’ opinion support the view that a price-setting agree- 
ment among parties without power to affect market prices is not “price-fixing” 
within the per se rule;! but, as well, it indicates that (for the “lawyer’s lawyer,” 



































































sanctioned by the ICC might be illegal under the Sherman Act although not actionable by a 
private person, who, unlike the government, is limited to his remedy under the Interstate 
Commerce Act. Keogh v. Chicago & Northwestern Ry. Co., 260 U.S. 156 (1922). 

** Tbid., at 401. Noteworthy is the fact that Justice Stone makes no attempt to distinguish 
the case in terms of intent or purpose as does Justice Douglas in United States v. Socony- 
Vacuum Oil Co., 310 U.S. 150, 217 (1940). 

* United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 225 n. 59 (1940). 


10° Wm. Dwight Whitney, who claims to have authored the per se rule in a Trenton Potter- 
ies brief, has written an interesting apology for the phrase which he states was intended only 
to convey the idea that activities which are obviously unreasonable restraints need not be 
proved to be unreasonable and was not intended to overrule the Board of Trade case. Whitney, 
The Trial of an Anti-Trust Case, 5 Record of N.Y. Bar 449, 454 (1950). 


10 ‘The power to fix prices, whether reasonably exercised or not, involves power to con- 
trol the market and to fix arbitrary and unreasonable prices. The reasonable price fixed today 
may through economic and business changes become the unreasonable price of to-morrow. 

. Agreements which create such potential power may well be held to be in themselves un- 
reasonable or unlawful restraints, without the necessity of minute inquiry whether a particular 





















































the mere variation of economic conditions.” United States v. Trenton 
Potteries Co., 273 U.S. 392, 397-98 (1927).: 


108 283 U.S. 163 (1931). 198 Thid., at 179. 
104“Tf combining patent owners effectively dominate an industry, the power to fix and 
maintain royalties is tantamount to the power to fix prices.” Ibid., at 174. The Court bases 
”’ gasoline and straight run gasoline (over which 
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at least) the government continued to have a heavy evidential burden even if 
confined to a “definite factual showing’ of power to affect the market. Con- 
ceivably the Standard Oil (Indiana) holding is distinguishable by the presence 
of sanctioned patent monopolies; but no such criticism may be levelled at A p- 
palachian Coals, Inc. v. United States in which the Court refused to enjoin the 
establishment by otherwise competing coal producers of a common selling agen- 
cy with price-fixing powers. Concluding from the evidence that the combination 
was powerless “‘to fix the price of coal in the consuming market,’””’ the Court 
held that mere elimination of price competition between the parties without a 
showing of some injurious effect on the market was not sufficient to sustain a 
Section 1 indictment. Nevertheless jurisdiction was retained lest the plan should 
prove effective in operation. 

Appalachian Coals can be interpreted as holding that purpose without power 
to fix prices is not per se illegal. As in Standard Oil (Indiana), the Court, rather 
than find a violation of the Sherman Act, attributes folly to defendants who cer- 
tainly must have believed they could improve market prices. Aware that the 
parties intended to fix prices among themselves,’ the Court states that “(t]he 
plan cannot be said to contemplate or involve the fixing of market prices.””!” 

Possibly, then, the case may be distinguished from Kiefer-Stewart v. Seagram 
as involving bona fide “mitigation of recognized evils’”® in a demoralized indus- 
try rather than a specific purpose to affect market prices. Recognizing that good 
intentions will not save a plan which results in actual injury to competition, the 
Court seems to have thought them relevant where no danger of such injury 
exists." Subsequent price-fixing cases coming before the Hughes’ Court offered 
little opportunity to test this interpretation for they presented not only obvious 


examples of market power but findings of a dominant intent to fix prices as 
well.!2 


the defendants had much less contol) were indistinguishable and completely interchangeable. 
Aside from the dubious nature of the finding itself, it does not follow that the combination 
could not affect prices if the cost of producing cracked gasoline were less than that of producing 
straight run, at least within the cost differential. Certainly it should have been presumed that 
the defendants acted in an economically rational fashion, i.e., attempted to reap a monopoly 
profit in the licensing field. 


1% Thid., at 179. 108 288 U.S. 344 (1933). 107 Thid., at 373. 


108 “The plan contemplates that prices are to be fixed by the officers of the Company at its 
central office.” Ibid., at 358. 


10° Thid., at 373. (Emphasis added). 


U0 Thid., at 374. Such was the distinction Justice Douglas later drew in United States v. 
Socony-Vacuum Oil Co., 310 U.S. 150, 216 (1940). 


11 “‘Good intentions will not save a plan otherwise objectionable, but knowledge of actual 


intent is an aid in the interpretation of facts and the prediction of consequences.” 288 U.S. 
344, 372 (1933). 


U8 Sugar Institute, Inc. v. United States, 297 U.S. 553 (1936) involved the activities of a 
trade association controlling 70-80 per cent of the refined sugar in the United States whose 
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Hence up to 1940 the Supreme Court had refused in both dictum and holding 
to condemn agreements as to prices among parties who were not affirmatively 
shown to have affected the market or to have power sufficient to make market 
effect imminent and inevitable. In that year, while striking down an agreement 
among major midwestern petroleum refiners to buy up the distress gasoline of 
small, independent refiners then depressing the spot market, the Court indulged 
in language which cannot be easily reconciled with a power interpretation of the 
per se rule. 


In a now famous footnote appended to United States v. Socony-Vacuum Oil 
Co.,''* Justice Douglas wrote: “But that does not mean that both a purpose and 
a power to fix prices are necessary for the establishment of a conspiracy under 
§1 of the Sherman Act. . . . [A] conspiracy to fix prices violates Section 1 of the 
Act though no overt act is shown, though it is not established that the conspira- 
tors had the means available for the accomplishment of their objective, and 
though the conspiracy embraced but a part of the interstate or foreign commerce 
in the commodity.”"'* This language is clearly dictum and wholly unnecessary 
to the decision, proof of effect on the market having been made (and acknowl- 
edged as essential to establish jurisdiction”) and the verdict for the government 


having arisen out of instructions which required the jury to find both power and 
effect." 


dominant purpose, the trial court found, was “‘to create and maintain a uniform price struc- 
ture”; Interstate Circuit, Inc. v. United States, 306 U.S. 208 (1939) centered upon resale 
price maintenance by distributors of 75 per cent of the first-class feature films which an ex- 
hibitor with virtual monopolies in some Texas cities compelled them to enforce for the 
purpose of protecting its monopoly in first-run movies from the competition of subsequent- 
run houses; Ethyl Gasoline Corp. v. United States, 309 U.S. 436 (1940), concerned the sub- 
stantially successful program of licensee-refiners controlling 80 per cent of the nation’s gaso- 
line production to compel resale price maintenance by their jobbers and price maintenance 
among themselves through their patentee, Ethyl. 

Of the lower court antitrust decisions during this period, Connecticut Importing Co. v. 
Frankfort Distilleries, Inc., 101 F. 2d 79 (C.A. 2d, 1939), is noteworthy as declaring illegal, 
without discussion of power and effect, a conspiracy between a producer and its Connecticut 
distributors to maintain the price of whisky to retai 
43 United States v. Socony-Vacuum Oil Co., 310 U.S. 150 (1940). 

44 Thid., at 225 n. 59. 


48 “Under this indictment proof that prices in the Mid-Western area were raised as a result 
of the activities of the combination was essential, since sales of gasoline by respondents at the 
increased prices in that area were necessary in order to establish jurisdiction in the Western 
District of Wisconsin.” Ibid., at 224 n. 59. See “‘F. The Spot Market Prices during the Buying 
Program.” Ibid., at 194-98. 


us «“The court charged the jury that it was a violation of the Sherman Act for a group of 
individuals or corporations to act together to raise the prices to be charged for the commodity 
which they manufactured where they controlled a substantial part of the interstate trade and 
commerce in that commodity. The court stated that where the members of a combination had 
the power to raise prices and acted together for that purpose, the combination was illegal. . . . 
The court then charged that, unless the jury found beyond a reasonable doubt that the price 
rise and its continuance were ‘caused’ by the combinetion and not caused by those other fac- 
tors, verdicts of ‘not guilty’should be returned.” Ibid., at 210-11. 
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The Court in Socomy-V acuum may not have intended to discard the power in- 
terpretation but simply to dilute the Trenton Potteries “substantial control’’ re- 
quirement. Such would seem to be the thrust of its argument distinguishing a 
direct price-fixing agreement (where power must be proved by showing substan- 
tial market control) from an agreement to affect market prices through a pur- 
chasing program (where “power may be found to exist though the combination 
does not control a substantial part of the commodity. . . . if as a result of market 
conditions, the resources available to the combinations, the timing and strategic 
placing of orders and the like, effective means are at hand to accomplish the de- 
sired objective.”’”)."’ Throughout the body of the opinion Justice Douglas ap- 
pears to require that some element of power be shown to establish the illegality 
of a price-fixing arrangement even if that power must be inferred from the 
market effect of the agreement. 

Had the sweeping dictum of footnote 59 never been written, Socony-V acuum 
would stand for simply a logical extension of the Trenton Potteries decision."* It 
would mean only that, unlike the authors of Standard Oil (Indiana) and Ap- 
palachian Coals, Inc., the Court will not presume that price-fixers have done an 
irrational or useless thing merely because they are shown not to have had sub- 
stantial control of the market."* If some peculiar quirk (as, for example, the 
mariner in which price-leading Standard of Indiana’ religiously followed the 
small and easily manipulated spot market in determining its midwestern prices) 
should give parties lacking monopoly power the ability nevertheless to affect 
market prices, exercise of this power too would be illegal per se.” But footnote 
59 remains; and its reasoning by analogy to the general criminal law rule that 
conspiracy to commit an unlawful act is punishable regardless of the conspira- 
tors’ power to achieve their object” appears to have prevailed in Kiefer-Stewart 
v. Seagram. 


"7 Tbid., at 223-24. 


8 Judge Learned Hand seems to have espoused this interpretation in United States v. 
Aluminum Co. of America, 148 F. 2d 416 (C.A. 2d, 1945), where he cites the entire Socony- 
Vacuum opinion for the power theory (at 427-28) but only footnote 59 for the argument con- 
cerning intent alone (at 432). In United States v. Imperial Chemical Industries, 100 F. Supp. 
504, 592 (S.D.N.Y., 1951), Judge Ryan cites footnote 59 directly for the proposition that 
market domination need not be proved to establish the illegality of price-fixing. 

u® Answering Justice Brandeis’ argument in the Standard Oil Co. (Indiana) case that no 
combination can “‘fix prices” unless it has the power to do so, Justice Douglas redefines price- 
fixing, saying that prices ‘‘are fixed when they are agreed upon.” United States v. Socony- 
Vacuum Oj! Co., 310 U.S. 150 (1940). See text at note 104 supra. This, however, can be inter- 
preted as meaning only that the presumption of power will be against the defendants. 

#2 Standard of Indiana was dropped as defendant at the trial stage. 

121 Justice Douglas probably had in mind the statement in Justice Roberts’ dissent that 
the “evidence showed, without contradiction, that the Standard Oil Company of Indiana was 
the market leader in this area, and that when it posted its price none of the other defendants 
could sell at a higher price.” United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 257 
(1940). Standard computed its retail prices on the basis of the spot market; and accordingly, 
by manipulating that price, defendants were able to influence the entire price structure. Ibid., 
at 192. The apparent artificiality of this situation is probably a product of litigation technique. 

12 United States v. Rabinowich, 238 U.S. 78, 86 (1915). 
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Footnote 59 is far from illuminating as to the exact nature of the purpose, 
proof of which is a sufficient substitute for evidence of market power or effect. 
From the manner in which Justice Douglas distinguished the Appalachian Coals 
and Board of Trade cases as involving price-fixing arrangements “not designed 
to operate vis-a-vis the general consuming market and to fix prices on that mar- 
ket,’’"* one could conclude that the government must show more than an agree- 
ment to fix prices inter se. Contributing to this interpretation is the opinion in 
Apex Hosiery Co. v. Leader,™ decided shortly after Socony-Vacuum. Holding 
that a sit-down strike which blocked interstate shipments was not a restraint of 
trade, Justice Stone argued that “‘in general restraints on competition have been 
condemned only when their purpose or effect was to raise or fix the market price. 

. - Restraints on competition . . . in interstate commerce is not enough, unless 
the restraint is shown to have or is intended to have an effect upon prices in the mar- 
ket or otherwise to deprive purchasers or consumers of the advantages which 
they derive from free competition.” If strictly adhered to, the Apex holding 
would require, in the absence of evidence of market power or effect, proof of a 
particular kind of price-fixing purpose—a purpose to affect market prices, not 
merely those charged by the parties to the agreement. Such an approach would 
be consonant with the criminal law requirement of proof of specific intent in 
conspiracy cases.!™ 

Subsequent decisions, however, seem to hold that where, unlike the Socony- 
Vacuum case, an explicit price-fixing agreement is shown, it is not necessary to 


133 310 U.S. 150, 216 one. The quoted statement was employed directly in distinguishing 
the Appalachian Coals case. Of the Board of Trade case Justice Douglas wrote: ‘‘Since it was 
not aimed at price manipulation or the control of the market prices and since it had ‘no ap- 
preciable effect on general market prices,’ the rule survived as a reasonable restraint of trade.” 
Ibid., at 217. 

124 310 U.S. 469 (1940). 


18 Tbid., at 500. (Emphasis added.) These words have been interpreted as applicable only 
where express agreements as to prices are not involved, Gundersheimer’s Inc. v. Bakery & 

Confectionary Workers’ Internat’] Union of America, 119 F. 2d 205 (App. D.C., 1941); and, 
perhaps, even more narrowly, as applicable only to labor disputes, United States v. Nat'l 
Ass’n of Real Estate Boards, 339 U.S. 485, 489-90 (1950). 

1% People v. Powell, 63 N.Y. 88 (1875); Harno, Intent in Criminal Conspiracy, 89 U. of Pa. 
L. Rev. 624, 629, 635 (1941). This statement assumes that, alone, the act of fixing prices inter 
se by parties without power to affect market prices is not illegal under the Sherman Act. Later 
cases, holding that this act constitutes a “‘restraint of trade,” make it possible to apply the 
conspiracy rule to situations where the purpose of the parties is limited to fixing prices among 
themselves and involves no intent to affect market prices. See note 138 infra. Under the Apex 
case the limited act (i.e., fixing prices inter se without effect on market prices) would not be 
illegal unless accompanied with a broader intent (i.e., a specific intent to affect market prices 
or market power sufficient to supply such an intent). Dicta in two patent cases, Katzinger Co. 
v. Chicago Metallic Mfg. Co., 329 U.S. 394, 397 n. 3 (1947), and MacGregor v. Westinghouse 
Electric & Mfg. Co., 329 U.S. 402, 405 n. 3 (1947), stating that even unexecuted price-fixing 
agreements would be illegal, are reconcilable with the Apex doctrine only if it is conclusively 
presumed that patentees have market power or believe they have such power. Although such 
a presumption would certainly be reasonable, Standard Oil of California v. United States, 337 
U.S. 293, 307 (1949), the Court does not discuss the power or purpose of the parties and ap- 
pease 0b tnstbine Gist whtelilsied peli ings waittlanestn toy ony partiea woeld Sali ethene 
ban. 
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prove an intent or purpose more wrongful than an intent to fix the prices to be 
charged by the parties.” Except for United States v. Nat'l Ass’n of Real Estate 
Boards,'* these decisions may be of little value as precedent because in the main 
they rest on clear and substantial proof of market power or effect.'* But as evi- 


7 E.g., United States v. Masonite Corp., 316 U.S. 265, 276 (1942) : “Since there was price- 
fixing, the fact that there were business reasons which made the arrangements desirable to the 
appellees, the fact that the effect of the combination may have been to increase the distribution 
of hardboard, without increase of price to the consumer, or even to promote competition 
between dealers, or the fact that from other points of view the arrangements might be deemed 
to have desirable consequences would be no more a legal justification for price-fixing than were 
the ‘competitive evils’ in the Socony-Vacuum case’’; United States v. National Ass’n of Real 
Estate Boards, 339 U.S. 485, 489 (1950): ‘‘Price-fixing is per se an unreasonable restraint of 
trade. .. . An agreement, shown either by adherence to a price schedule or by proof of con- 
sensual action fixing uniform or minimum price, is itself illegal under the Sherman Act, no mat- 
ter what end it was designed to serve.” See cases cited note 129 infra. 

128 339 U.S. 485 (1950). In this case the Supreme Court held illegal per se an agreement 
among members of the Washington (D.C.) Real Estate Board to adhere to schedules fixing 
minimum brokerage fees. Although the membership included only 250 of the 2000 real estate 
brokers in Washington, many non-members adhered to the non-mandatory schedules which, 
according to the trial judge, were intended to assure sellers that they were not being gouged 
by brokers. 84 F. Supp. 802, 803 (1949). It seems doubtful that this group had market power suf- 
ficient to bring it within the Trenton Potteries “‘substantial control” test; but the decision may 
rest on reasoning similar to that found in some of the trade association cases—notably Ameri- 
can Column & Lumber. See discussion in text at notes 84-86 supra. However, the Supreme 
Court opinion is not concerned with the parties’ economic power and probably represents as 
literal an interpretation of the per se rule as is found in the Kiefer-Stewart case. 

129 United States v. Masonite Corp., 316 U.S. 265 (1942) (owner of controlling hardboard 
patent constituted all competing manufacturers and distributors del credere agents for sales 
at fixed prices; industry-wide organization held illegal as beyond patent reward) ; United States 
v. Frankfort Distilleries, Inc., 324 U.S. 293, 296 (1945) (combination of wholesalers and re- 
tailers controlling 75 per cent of spiritous liquors and wines consumed in Colorado charged 
with a price-fixing program the “‘effect, and if it were material, the purpose of [which] . . . w 
to fix prices at an artificial level,” found not within the Miller-Tydings exemption because in- 
volved horizontal agreements); United States v. Line Material Co., 333 U.S. 287, 312 (1948) 
(cross-licensing agreement between owners of complementary patents under which 40.77 per 
cent of dropout fuse cut-outs were made, permitting one to fix resale prices of all licensees, 
held illegal, such multiple agreements “establishing an intention to restrain” rather than 
merely exploit patent); United States v. U.S. Gypsum, 333 U.S. 364 (1948) (patent license 
agreements permitting licensor to fix minimum prices for the entire gypsum board industry 
including unpatented gypsum products held illegal); United States v. Paramount Pictures, 
334 U.S. 131, 144 (1948) (agreement among exhibitors, distributors, and producers to fix 
minimum admission prices is held illegal per se as ‘‘part of the general plan to suppress com- 
petition.”); Mandeville Island Farms, Inc. v. American Crystal Sugar Co., 334 U.S. 219, 222 
(1948) (agreement fixing the prices paid to growers by three sugar refiners constituting the 
only “practical market available to beet growers” in northern California); United States v. 
Women’s Sportswear Mfrs’ Ass’n, 336 U.S. 460, 463 (1949) (agreement by women’s sports- 
wear jobbers to employ only stitching contractors who were members of association handling 
50 per cent of sportswear produced in Boston, ‘‘the intent and effect of [which was] . . . sub- 
stantially to restrict competition and to control prices and markets.”’); United States v. 
New Wrinkle, Inc., CCH 1952 Trade Reg. Rep. 967,214 (1952) (industry-wide price-fixing 
by means of provisions in patent licenses granted by patent holding company to which two 
manufacturing concerns had assigned their patents on wrinkle paint finish). 

United States v. Univis Lens Co., 316 U.S. 241 (1942) (owner of patents covering lens 
blanks and finishing process who sold blanks to distributor-finishers fixed resale prices of 
finished lenses; such price-fixing not exempted by Miller-Tydings Act which does not apply 
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dence of a general trend toward a more literal interpretation of the per se rule 
their language and number, especially in the lower federal courts, is quite im- 
pressive.'** This movement toward an unconditional prohibition on express 
price-fixing agreements gained additional impetus from the treatment afforded 
the phrase “‘illegal per se” in recent important antitrust cases. In both United 
States v. Paramount Pictures, Inc.™ and United States v. Columbia Steel Co.'® il- 
legality per se was distinguished from those situations in which power or a par- 
ticular wrongful purpose must be shown.'** 














to sales to a processor) ; and United States v. Bausch & Lomb Optical Co., 321 U.S. 707 (1944) 
(resale price maintenance agreements between distributor of unpatented lenses and its whoie- 
salers and retailers held illegal per se), present power relationships more closely analogous to 
Kiefer-Stewart, although both involve minimum resale price-fixing. 

130 A sampling of the lower federal court decisions which have parroted a literal per se rule 
in fact-situations involving more or less obvious market power includes: Truck Drivers’ 
Local No. 421, etc. v. United States, 128 F. 2d 227 (C.A. 8th, 1942); United States v. Sheffield 
Farms Co., 43 F. Supp. 1 (S.D.N.Y., 1942); Food and Grocery Bureau of S.Calif., Inc. v. 
United States, 139 F. 2d 973 (C.A. 9th, 1943); United States v. Spokane Fuel Dealers Credit 
Ass’n, Inc., 55 F. Supp. 387 (E.D.Wash., 1944); Triangle Conduit & Cable Co. v. FTC, 168 F. 
2d 175, 179(C.A.7th, 1945) ; Alden-Rochelle, Inc. v. ASCAP, 80 F.Supp. 888(S.D.N.Y., 1948); 
United States v. Maryland & Virginia Milk Producers Ass’n, Inc., 179 F. 2d 426 (App. D.C. 
1949); Pennsylvania Water & Power Co. v. Consolidated Gas, Electric Light & Power Co., 
184 F. 2d 552 (C.A. 4th, 1950). For a more careful statement of the rule: Ring v. Spina, 148 F. 
2d 647,650 (C.A. 2d, 1945). In Maryland & Virginia Milk Producers Ass’n, Inc. v. United States, 
193 F. 2d 907, 916 (App. D.C., 1951), the Court of Appeals found in favor of producer-defend- 
ants alleged to have fixed prices by means of requirement contracts under which the dairies 
paid prices differing according to the use to which identical raw milk was put. In language 
similar to that of the Appalachian Coals case, the court held that mere stipulation of sales 
price in an ordinary sales contract could not be illegal per se unless “it gives to the contracting 
parties power which may be wielded to the disadvantage and detriment of the public and which 
may become oppressive as against competitors and tryannical as against consumers.” The 
arrangement is probably explainable as a method of price discrimination on the consuming 
market by the sanctioned (agricultural association) producer-monopoly. See discussion 
note 60 supra. 


131 “Exploration of these phases of the cases would not be necessary if, as the Department 
of Justice argues, vertical integration of producing, distributing and exhibiting motion pictures 
is illegal per se. But the majority of the Court does not take that view. In the opinion of the 
majority the legality of vertical integration under the Sherman Act turns on (1) the purpose 
or intent with which it was conceived, or (2) the power it creates and the attendant purpose 
or intent.” 334 U.S. 131, 173-74 (1948). 


132‘ restraint may be unreasonable either because a restraint otherwise reasonable is 
accompanied with a specific intent to accomplish a forbidden restraint or because it falls within 
the class of restraints that are illegal per se.” 334 U.S. 495, 522 (1948). There is no attempt in 
this language to define the restraints which are unreasonable per se. If an agreement regarding 
prices entered into by parties unable and not intending to affect market prices is not “price- 
fixing,” then the statement that ‘‘price-fixing is illegal per se” does not alter the law as it was 
in 1940; and the statement above is perfectly consistent with such a definition. 


133 Tllustrative of the extent to which a literal per se rule has taken hold, a line of patent cases 
holds that in a suit for royalties a patent licensee may not either expressly or impliedly be es- 
topped by his license from setting up the invalidity of the patent if the license contains a price- 
fixing provision, because such a provision would be violative of the Sherman Act if the patent 
were invalid. Sola Electric Co. v. Jefferson Electric Co., 317 U.S. 173 (1942) (no implied estop- 
pel); American Cutting Alloys, Inc. v. General Electric Co., 135 F. 2d 502, 504 (C.A. 2d, 1943) 












































862 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


To this mass of dicta Kiefer-Stewart appears finally to add a direct holding. 
Reasoning not from available evidence of market power'™ but from the evidence 
actually adduced on trial, one could not help but conclude that only the existence 
of an agreement, not market power and effect, was at issue in Kiefer-Stewart; 
and the jury instructions confirm this conclusion.'* The Supreme Court’s per- 
emptory rejection of Seagrams’ argument that maximum resale price-fixing was 
its only practical weapon against illegal combinations of distributors'™ indicates 
that benevolent intent is no longer a justification for price-fixing even in the ab- 
sence of market power and effect.'*” Broadly interpreted, Kiefer-Stewart is direct 
precedent for the proposition that, in the absence of statutory exemption, ex- 
press price-fixing agreements are literally illegal per se. Indeed, Justice Black’s 
identification of “restraint of trade” with restraint of individual traders’ free- 
_ dom opens even broader vistas of per se illegality.’** 

Possibly, however, the Kiefer-Stewart holding will be restricted to the resale 
price-fixing situation.'** Thus limited, the case arguably represents no extension 


(no express estoppel) ; Katzinger Co. v. Chicago Metallic Mfg. Co., 329 U.S. 394 (1947) (no estop- 
pel by express stipulation although price-fixing provision inserted at licensee’s insistence) ; Mac- 
Gregor v. Westinghouse Electric & Mfg. Co., 329 U.S. 402, 405 n. 3 (1947) (footnote-dictum 
that even if unexecuted, agreements would be illegal). This would appear to assume that no 
more than the fact of agreement need be proved to establish illegality, although the presence of 
patents is “prima facie evidence of control.” Standard Oil of California v. United States, 337 
U.S. 293, 307 (1949). 


184 See part I supra. 
135 See note 62 supra. 


138 “Tf petitioner and others were guilty of infractions of the antitrust laws, they could be 
held responsible in appropriate proceedings brought against them by the Government or by 
injured private persons.” Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 U.S. 211, 214 (1951). 


187 This position is clearly contrary to earlier decisions allowing proof of benevolent purpose 
to negative any illegality in price-fixing among parties without power to affect the market. 
Board of Trade of Chicago v. United States, 246 U.S. 231, 237 (1918) (breaking up monopoly 
in that branch of the grain trade); Standard Oil Co. (Indiana) v. United States, 283 U.S. 163 
(1931) (to reconcile conflicting patent claims); Appalachian Coals, Inc. v. United States, 288 
U.S. 344 (1933) (to reduce “‘distress” coal, ‘‘pyramiding,” and “cross-hauling” in a demoralized 
industry); and see Apex Hosiery Co. v. Leader, 310 U.S. 469 (1940) (bona fide wage dispute). 


188 “For such agreements, no less than those to fix minimum prices, cripple the freedom of 
traders and thereby restrain their ability to sell in accordance with their own judgment.” 
Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 U.S. 211, 213 (1951). If the existence of re- 
straints on individual traders’ freedom is to determine the existence of restraints of trade, the 
absurd result is reached that all commercial contracts are illegal. Presumably ‘‘sell” refers to 
selling to persons not privy to the agreements. Maryland & Virginia Milk Producers Ass’n v. 
United States, 193 F. 2d 907 (1951). But even this less literal construction of Justice Black’s 
words reveals that the definition of ‘‘price-fixing” within the per se rule has radically expanded 
since the Board of Trade-Standard Oil (Indiana)-Appalachian Coals line of cases, which is be- 
yond doubt completely rejected now. See text and notes at notes 102-12 supra. Should re- 
straint on individual freedom in selling to others be considered a criterion for “restraints of 
trade” other than price-fixing, obviously the per se category has been considerably extend- 
ed, although perhaps not beyond its existing bounds. See note 166 infra. 

18* An unsympathetic court would have no difficulty so limiting it. Broad language conso- 
nant with a literal per se rule appeared in the resale price maintenance cases both before and 
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of prior law. Not only is its result encompassed within the broader interpreta- 
tion of the Dr. Miles case; but the entire body of resale price maintenance 
precedent is, under one analysis, reconcilable with a power interpretation of the 
per se rule. Historically, and probably as a matter of economic necessity, resale 
price maintenance cases have involved only branded, trademarked, copyrighted, 
or patented products.” If consumers treat these distinctively “labeled” prod- 
ucts as unique, i.e., economically distinguishable from physically identical or 
easily substitutable commodities, a producer’s exclusive control of their produc- 
tion may represent an economically significant form of monopoly power. Resale 
price maintenance is itself directed toward procuring the partial monopoly 
which distributors can create by reducing the sensitivity of consumers’ reactions 
to fluctuations in the prices of substitutable (and even physically identical) com- 
modities.'@ By maintaining whoesale and retail profit margins, a price-maintain- 
ing producer may gain the services of distributors capable of altering the de- 
mand for his brand by their peculiar influence on consumer tastes and atti- 
tudes.'** Monopolies which are the result of consumer irrationality are nonethe- 
less monopolies;!** and the power over the “separate market’’ for his branded 
product which a producer obtains by resale price-fixing should be sufficient to 
qualify as illegal under the “substantial control’”’ test of Trenton Potteries or the 
“market effect” test posited in the Socony-Vacuwm text. 

The “separate market’’ theory of resale price-fixing illegality, however, has 
no application to maximum resale price-fixing which, as indicated above,“ may 
represent an attempted return to the very price competition which minimum 
and absolute resale price maintenance tends to destroy. Nor has there been ex- 
press judicial recognition of the “separate market’ theory even in cases the 





after the Board of Trade case had imposed quite different standards in the direct price-fixing 
field. Dr. Miles Medical Co. v. Park & Sons, 220 U.S. 373 (1911); FTC v. Beech-Nut Packing 
Co., 257 U.S. 441 (1922) (distinguishable as a construction of Section 5 of the Federal Trade 
Commission Act, 38 Stat. 717 [1914], 15 U.S.C.A. § 45 [1951]}). United States v. Univis Lens 
Co., 316 U.S. 241 (1942), and United States v. Bausch & Lomb Optical Co., 321 U.S. 707 
(1944), are recent minimum resale price-fixing cases employing similarly broad language under 
Section 1 of the Sherman Act. 


14 See text at notes 76-81 supra. 


14 The Miller-Tydings Act exempts only resale price-fixing involving ‘‘a commodity which 
bears . . . the trade mark, brand, or name of the producer or distributor of such commodity.” 
50 Stat. 693 (1937), as amended, 15 U.S.C.A. § 1 (1951). 


148 See the general discussion of cross-elasticity of demand and differentiated products in 
Stigler, The Theory of Price 88-90, 229-232 (1946). 


43 As one commentator puts it: “By setting a high enough retail price, the manufacturer 
can assure the dealers who ‘advertise’ his product a satisfactory profit by eliminating price 
competition from the ‘free riding’ low-cost retailers.” Resale Price Maintenance and the 


- Anti-Trust Laws, 18 Univ. Chi. L. Rev. 368, 377 (1951). 


144 Cf. Indiana Farmer’s Guide Pub. Co. v. Prairie Farmer Pub. Co., 293 U.S. 268, 279 
(1934); and United States v. Klearflax Linen Looms, Inc., 63 F. Supp. 32 (D.C. Minn., 1945). 


145 See text at notes 39-41 supra. Certainly it would not be employed to obtain distributor 
good-will. 





864 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


facts of which appear to provide excellent examples of its practical operation.' 
Finally, it is extremely doubtful that Kiefer-Stewart, or the trend of which it is 
representative, will be confined to resale price-fixing. Not only is the reasoning 
of the Supreme Court opinion, i.e., maximum resale price-fixing is illegal because 
it restrains traders’ freedom,’ applicable to all other forms of price-fixing; but 
the sole authority cited for the price-fixing point was United States v. Socony- 
Vacuum Oil Co., a direct price affectation case. Hence, in seeking the rationale 
underlying Kiefer-Stewart v. Seagram, it would seem wiser to interpret it broadly 
as striking down all express price-fixing agreements regardless of purpose, pow- 
er, or effect. 
IV 

The justification for so sweeping a prohibition as the per se rule literally inter- 
preted is not readily apparent. In its original form the rule was probably intend- 
ed to be no more than a shorthand statement of the logic which made it unnec- 
essary for the government to prove that the prices actually fixed were unreason- 
able.'** It having been determined that only contracts, combinations or con- 
spiracies in unreasonable restraint of trade were violative of Section 1 of the 
Sherman Act,)** a logical leap could easily be made from the economic rationale 
of the Act itself to a holding that agreements shown to have affected market 
prices were unreasonable without further proof.”* Market price must be free of 
conscious manipulation if it is to perform its function in a competitive economy 
as sensitive indicator of individual values freely expressed and automatically 
reconciled. To impair the automatic functioning of this “central nervous system 
of our economy” is necessarily to restrain competition unreasonably, for to do 
so deprives the economy directly of that proper allocation of goods and re- 
sources which is the major social benefit of unfettered competition. But this 
rationale for the per se rule would be completely consonant with the Board of 
Trade case which requires the government to prove that price-fixing agreements 
have actually affected market prices. 

48 United States v. Univis Lens Co., 316 U.S. 241 (1942), and United States v. Bausch & 
Lomb Optical Co., 321 U.S. 707 (1944). This peculiar feature of resale price maintenance has 
not gone unrecognized by the courts, however. One early court, in holding illegal the resale 
price maintenance scheme of a secret-formula-medicine manufacturer, found that “‘their 
prime purpose is neither protection of the retained business of the complainant nor of the 
wholesaler, but only to prevent competition among retailers.” Park & Sons Co. v. Hartman, 
153 Fed. 24, 25 (C.A. 6th, 1907), where the court also expresses serious doubt that the pro- 
ducer receives any direct benefit from resale price-fixing. See similar language in Dr. Miles 
Medical Co. v. Park & Sons Co., 220 U.S. 373, 408-409 (1911); and FTC v. Beech-Nut Pack- 
ing Co., 257 U.S. 441, 445 (1922). 

147 Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 U.S. 211, 213 (1951). 

148 See note 100 supra. 

14° Standard Oil Co. of New Jersey v. United States, 221 U.S. 1 (1911). 

160 E.g., United States v. American Linseed Oil Co., 262 U.S. 371 (1923); United States v. 
Trans-Missouri Freight Ass’n, 166 U.S. 290 (1897). 

18! United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 224 n. 59 (1940). 
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In this perspective the lighter burden imposed by the Trenton Potteries “sub- 
stantial control” test appears as a judicial concession to the difficulty of tracing 
causal relationships in the complex reactions of a functioning economy. It simply 
states that an actual effect on market prices is reasonably and legally inferable 
from proof that the parties agreeing on prices among themselves have power to 
affect market prices. Rounding out this doctrine, the reasoning of the Socony- 
Vacuum text" permits an inference of cause (price-fixing by parties with market 
power) from effect (abnormal price rise or stability) or effect (price affectation) 
from cause (price-fixing by parties with market power) where the government 
can sustain a reasonable burden of proof as to the probability of some causal 
connection. As a matter of economic policy, however, price-fixing agreements 
among parties incapable of affecting market prices would seem innocuous; and 
hence it is probably necessary to look beyond that policy to undersiand the 
broader prohibitions embodied in the literal per se rule of footnote 59 and Kiefer- 
Stewart v. Seagram. 

The peculiar characteristics of resale price-fixing which may account for the 
early appearance of literal per se language in the price maintenance cases may 
also serve as a guide to the underlying rationale of that doctrine. The only ap- 
parent explanations for minimum and absolute resale price-fixing as economic 
phenomena are in terms of purposes and activities which contravene the eco- 
nomic policy underlying the Sherman Act. Resale price-fixing may serve as a 
“signal-calling”’ device for oligopolistic producers," as a method of inducing re- 
strictive combinations of distributors to favor certain brands as against others 
or at least treat them equally, or as a means of obtaining an economically sig- 
nificant monopoly in the market for a specified brand through distributor influ- 
ence on consumers.’ In other words, from the standpoint of the antitrust laws 
nothing good may be said about the purposes for minimum and absolute resale 
price-fixing whether successful or not. 

Of comparable significance is the practical impossibility in most cases of dem- 
onstrating that price maintenance activities have resulted in actual! harm to the 
economy or even that the market power of the parties has made such injury 
highly probable. The growth of the concept “conscious parallelism” as a substi- 
tute for proof of express agreement is an example of judicial recognition of these 

182 Thid., at 223-24 (1940). 

468 Minimum and absolute resale price-fixing provide a smoothly functioning means of 
keeping tab on competing prices without resorting to trade association tactics. Similarly 
these devices can provide an effective method of keeping fellow oligopolists in line. Once a 
major producer succumbs to pressure for price maintenance others must follow suit or lose 
distributor good-will. ‘‘Although competing manufacturers cannot lawfully agree with each 
other respecting prices, they can accomplish the same result through resale price maintenance 
by making identical resale price agreements.”” FTC, op. cit. supra note 47, at LXII. 

64 E.g., United States v. Frankfort Distilleries, Inc., 324 U.S. 293 (1945). 

188 United States v. Bausch & Lomb Optical Co., 321 U.S. 707 (1941). It is quite likely that 
all three motives are operative in varying degrees wherever resale price maintenance is an 
industry-wide practice. 
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evidential difficulties in the “signal calling” situation. In its “separate market” 
aspect as well, resale price maintenance, being essentially an advertising phe- 
nomenon likely to prove successful only where the consuming market displays 
highly irrational tendencies, raises nearly insurmountable evidential obstacles. 
The inscrutable nature of brand name appeal and distributor market influence 
make it extremely difficult to discover and prove the relative market position of 
the parties by means of the statistics ordinarily available to a prosecutor.” 

Two characteristics, then—the unlikelihood of lawful purpose or results* 
and the tremendous evidential burden which proof of power of effect would en- 
tail—appear both to account for and to justify the application of a literal rule 
of per se illegality to minimum and absolute resale price-fixing. An extension of 
this rule to the relatively rare case of maximum resale price-fixing is certainly 
not intolerable. Although, besides a number of unlawful or economically unde- 
sirable purposes,’ a maximum resale price-fixer could be seeking to overcome 
the restraints imposed by illegal combinations of distributors for the desirable 
purpose of indulging in price competition, adequate enforcement of the antitrust 
laws against such combinations would obviate the necessity for this device. It 
would seem anomalous, therefore, to reduce the <ffectiveness of a rule designed 
to facilitate enforcement of the antitrust laws by creating a confusing exception 
intended to remedy a defect which arises only because the antitrust laws are not 
adequately enforced. This argument becomes especially cogent where the crea- 
tion of such an exception is likely to remove whatever motivation presently 
exists for private antitrust enforcement against horizontal combinations of 
distributors. 

Nor are the reasons for a literal rule of per se illegality confined to resale price 
maintenance. Although the evidential burden may not be as great where other 
express price-fixing arrangements are involved, the paucity of lawful purposes 
or results would appear fairly comparable. It is difficult, if not impossible, to 
imagine a purpose for direct price-fixing among competitors which is not viola- 
tive of the spirit of the Sherman Act; and hence it is unlikely that a literal per se 
rule would ensnare “innocents.” From an economist’s standpoint, price-fixing 
agreements among competitors incapable of affecting market prices are not only 
innocuous but probably also unexplainable in terms of rational economic mo- 
tives. Indeed, economists might argue that such agreements do not exist except 
where the parties are mistaken as to their power. From the standpoint of one 
attempting to enforce a set of economic regulations, however, such agreements 
may exist in the very significant sense that the rigid rules of evidence and limit- 
ed presumptions make proof of power sometimes impractical or impossible. The 

1 Interstate Circuit, Inc. v. United States, 306 U.S. 208 (1939); United States v. Masonite 
Corp., 316 U.S. 265 (1942); United States v. U.S. Gypsum Co., 333 U.S. 364 (1948). 

187 Authorities cited note 63 supra. 


188 “The case where a distributor fixes admission prices to be charged by a single inde- 
pendent exhibitor, no other licensees or exhibitors being in contemplation, seems to be wholly 
academic.” United States v. Paramount Pictures, 334 U.S. 131, 144 (1948). 

16° See text at notes 55-60 supra. 
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existence of a price-fixing agreement or conspiracy is ordinarily susceptible to a 
more certain and less intricate proof than either market power or market effect 
even where these factors are present. The judicial system is much better suited 
(or, at least, accustomed) to coping with such facts than with the industry 
studies, market statistics, and economic premises necessary in demonstrating 
market power or effect. Even when market power and effect are not present, 
there is nevertheless ordinarily a need for prophylaxis if the probability of law- 
ful purpose is as small as supposed above. 

Certainly if proof of the agreement alone is sufficient to sustain a price-fixing 
indictment, the Antitrust Division has at least one more crutch with which to 
overcome the many practical handicaps of litigating against large corporations 
with a detailed knowledge of their private affairs never available to the govern- 
ment.'*! Nor does a literal per se rule work solely in the government’s favor. Its 
lighter, less expensive burden of proof favors self-interested private enforcement 
such as was had in the Kiefer-Stewart case; and, at the same time, its very sim- 
plicity and calculability should enable potential defendants to avoid violations 
of the Act. 

If the policies embodied in the Sherman Act are worth effectuating, they de- 
serve rigid enforcement even at the expense of perfect justice. As Justice Peck- 
ham warned in exhorting against the rule of reason, should the evidential burden 
of the plaintiff become too great in antitrust litigation, enforcement must be 
relegated to the unreliable commercial conscience.’** When our legal system 
proves unequal to the task of maintaining competition, the body politic has and 
will again turn to administrative regulation of monopoly and thence to monopo- 
lizing on its own."** These consequences are as antithetical to the political and 
economic ideals which the Sherman Act embodies as is the existence of private 
monopoly. 

1 Classic examples of important antitrust suits made to turn on legalistic verbalisms 
wholly irrelevant to the economic consequences of the practices involved are such cases as 
United States v. General Electric Co., 272 U.S. 476 (1926); and United States v. Richfield 


Oil Corp., 99 F. Supp. 280 (S.D. Calif., 1951), whose results depended solely upon the existence 
or nonexistence of an agency relationship. 


i Authorities cited note 63 supra. Despite these difficulties it is, perhaps, significant to 
note that the Government has not yet chosen to rely on the relaxed evidential standards of 
footnote 59 in prosecuting its price-fixing charges. E.g., cases cited note 129 supra. 

1 United States v. Trans-Missouri Freight Ass’n, 166 U.S. 290, 331-32 (1897). 


183 ‘‘Courts are ill-equipped to apply a rule which is more economic than legal in nature and 
which necessitates the minute examination of many subtle factors. An erroneous determination 
by the Court, exculpating incipient monopolies, will have dangerous social consequences. The 
inadequate and sporadic nature of judicial control might eventually make more thorough- 
going governmental . No of competition, however minute, 







Handler, 
forcement of the Federal Antitrust Laws 34-35 (TNEC Monograph 38, 1941). 


14 ‘Tf the so-called competitive abuses were to be appraised here, the reasonableness of 
prices would necessarily become an issue in every price-fixing case. In that event the Sherman 
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But it should be remembered that the per se rule is designed essentially to 
reduce the evidential burden in antitrust prosecution, not to enlarge the purview 
of substantive law. Totally unleashed, it could engulf in illegality every business 
contract stipulating prices and involving interstate commerce. It should be 
confined to cases where the likelihood of unlawful purpose or result is as great 
as in the case of direct price-fixing among competitors. Where market effect 
or power to produce one has not been proved, the defendant should be per- 
mitted to justify his action with evidence of lawful purpose unless the probabili- 
ty of such purpose is too small to be worth the difficulties inherent in proving its 
existence or nonexistence. 

Roughing out the categories of acts where a literal rule of per se illegality 
should be applicable is, of course, a case-by-case process; but if case analysis 
proceeds explicitly in terms of a criterion comparable to probability of lawful 
purpose, the course of decisions should not be difficult to predict. In as complex 
a situation as the Socony-Vacuum buying program, for example, if no power or 
effect were shown, little could be lost by making the presumption of unlawful 
purpose prima facie only, while much might be gained by giving entrepreneurs 
maximum freedom in choosing their methods of competition. As Justice Jackson 
has said: “If the courts are to apply the lash of the antitrust laws to the backs 
of businessmen to make them compete, we cannot in fairness also apply the 
lash whenever they hit upon a successful method of competing.’”"”’ 


Act would soon be emasculated; its philosophy would be supplanted by one which is wholly 
alien to a system of free competition; it would not be the charter of freedom which its framers 
intended.” United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 221 (1940). 


185 See note 138 supra. 


166 A remarkable parallel to the evolution of the price-fixing rule may be traced in the ‘‘fore- 
stalling” cases which involve agreements for exclusive dealing, boycotts, and patent tie-ins of 
unpatented materials. Such agreements may no longer be justified as directed against illegal 
activities of the foreclosed groups, Fashion Originators’ Guild of America v. FTC, 312 U.S. 
457 (1941); American Medical Ass’n v. United States, 130 F. 2d 233 (App.D.C., 1942); and 
after a series of cases apparently requiring proof of market power (domination) to meet the 
requirements of Section 3 of the Clayton Act and Section 1 of the Sherman Act, Standard 
Fashion Co. v. Magrane-Houston Co., 258 U.S. 346 (1922); Pearsall Butter Co. v. FTC, 292 
F. 720 (C.A. 7th, 1923); FTC v. Gratz, 253 U.S. 421 (1920), the Court has finally concluded 
that “it is unreasonable, per se, to foreclose competitors from any substantial market” and 
that a market is “substantial” if the “volume of business affected . . . cannot be said to be 

t or insubstantial.” International Salt Co. v. United States, 332 U.S. 392, 396 
(1947). Justice Frankfurter candidly admits in Standard Ojl of California v. United States, 
337 U.S. 293 (1949), that a rule of per se illegality rather than a rule testing the economic con- 
sequences of such arrangements was adopted because “‘tying agreements serve hardly any 
purpose beyond suppression of competition” (305) and the latter rule would require “a 
standard of proof, if not virtually impossible to meet, at least most ill-suited for ascertain- 
ment by courts.” Ibid., at 310. Although explicitly confined to the Clayton Act in the Standard 
of California opinion (ibid., at 311-13), this reasoning is certainly applicable to violations 
under Section 1 of the Sherman Act. United States v. Richfield Oil Corp., 99 F.Supp. 280, 286, 
296-97 (S.D.Calif., 1951). 


87 Standard Oil of California v. United States, 337 U.S. 293, 324 (1949). 
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SALE OF CORPORATE CONTROL 


Recently the Chicago Sun-Times reviewed a situation which highlights the 
problems involved in selling ‘‘control” of a corporation.' Twice in the past six 
years the president of Domestic Finance Corporation has been able to sell his 
“control” at prices well above the market value—prices not available to other 
shareholders. In 1945, his gain, which eventually came out of the corporate 
treasury, was approximately $700,000. Again in 1951, the same man purchased 
about 87,000 shares in a period of five months (he owned none at the be- 
ginning of the period) and sold them for approximately three and one-half 
dollars over his average cost and sixty percent above market.” This price was 
offered to a select group of persons who represented some 400,000 shares (ap- 
proximately thirty-five percent) which virtually controlled the corporation. The 
remaining shareholders were offered an exchange deal entitling them to about 
five dollars a share instead of the eight paid to the control group. 

The courts have established that the controlling shareholder-director will be 
held liable if: (1) he fraudulently or negligently turns over his shares to purchas- 
ers who mismanage the corporation, or who loot the corporate assets ;* (2) other 
shareholders are induced to sell their shares by his concealment of a premium 
paid to the controlling shareholder.‘ 

The author of the Chicago Sun-Times series writes: “[T]here is a unanimous 
conviction on the part of those who have taken special interest in small stock- 
holders that it is unethical for a management group to sell control of a company 
to outside interests on terms not made available to all stockholders.’* This 
statement finds sympathetic response among some corporation lawyers and 

1 Vanderpoel, Column in Finance Section, Chicago Sun-Times (Sept. 9, 18, 20, 26, 27, 28; 
Oct. 1, 8,9, 10, 1951). 


2 The corporation was originally set up with a great deal of Class A nonvoting stock and a 
small number of Class B voting shares which the president owned. After the president’s first 
sale of control, the Board of Directors repurchased the B shares from the competitor to whom 
they had been sold and these were retired and the Class A made voting. The president’s sudden 
buying of shares on the market before his second sale of contro} indicates that it is possible 
that he was already aware of a particular purchaser for the shares who was willing to pay a 
premium; however, it is also possible that on the basis of his information about the business he 
knew that he could find a purchaser who would pay a premium for control, but had no one in 
particular in mind at the time of his purchases. 

*Insuranshares Corp. of Delaware v. Northern Fiscal Corp., 35 F. Supp. 22 (E.D. 
Pa., 1940), noted in 8 Univ. Chi. L. Rev. 335 (1941), 26 Cornell L.Q. 325 (1941), 54 Harv. L. 
Rev. 648 (1941), 16 Temp. L.Q. 232 (1942). The Harvard note contains an excellent and thor- 
ough discussion of the law concerning transfers of control. 

* Dunnett v. Arn, 71 F. 2d 912 (C.A. 10th, 1934); Roby v. Dunnett, 88 F. 2d 68 (C.A. 10th, 
1937), cert. denied 301 U.S. 706 (1937); Sautter v. Fulmer, 258 N.Y. 107, 179 N.E. 310 (1932); 
American Trust Co. v. Calif. Western States Life Ins. Co., 15 Cal. 2d 42, 98 P. 2d 497 (1940). 
It is to be noted that the complaining shareholders must have relied on the misrepresentations 
in order to recover. Roby v. Dunnett, supra. This type of liability has been imposed on mem- 
bers of the majority group who had close connections with the directors, although they them- 
selves did not hold any official position in the corporation. Sautter v. Fulmer, supra. 

§ Chicago Sun-Times, Finance Section, p. 47, col. 1 (Oct. 10, 1951). 





870 THE UNIVERSITY OF CHICAGO LAW REVIEW [Vol. 19 


others interested in the problem of corporate control. For example, Berle pro- 
poses, but does not develop, the argument that “ ‘control’ is an asset which be- 
longs only to the corporation; and . . . payment for that power, if it goes any- 
where, must go into the corporate treasury.’”* Berle’s proposal necessitates no in- 
quiry into the motives of either seller or buyer; any price in excess of the fair 
value can be attributed to the “control” element of the shares and must there- 
fore be returned to the corporation. Since any remedial proposal will probably 
iake this form, its implications should be examined.’ 

If a seller can be sued by other stockholders when he makes a sale in which 
they have not been included, he will probably insist that an offer be made to all 
the stockholders of the corporation. The buyer may not be willing to purchase 
more than sufficient shares for control at the same high price he offered for the 
control shares. This would either leave the former controlling shareholder with 
part of his shares and no control or force him to accept a lower price for his 
shares. The controlling shareholder may be entirely unwilling to sell under such 
circumstances and the buyer unwilling to buy under any other. A buyer will be 
willing to pay a “premium” to all shareholders only if the control group is not 


* Berle and Means, The Modern Corporation and Private Property 244 (1933). Berle was 
writing at a time when Stanton v. Schenck, 140 Misc. 621, 251 N.Y. Supp. 221 (1931) was in 
the courts. It was Berle’s hope that the decision in the case would be a clear-cut ruling that 
bonuses received for control would be considered corporate property. However, the result of 
the case was that holders of control can legitimately accept a bonus for their contro] shares. 
This case is good law today. Levy v. American Beverage Corp., 265 App. Div. 208, 38 N.Y.S. 
2d 517 (1942); cf. Roby v. Dunnett, 88 F. 2d 68 (C.A. 10th, 1937). Mr. Berle indicated while 
attending the University of Chicago Law School Conference on Corporations that he still 
considered this theory of corporate asséts to be valid. Clarke v. Greenberg, 296 N.Y. 146, 71 
N.E. 2d 443 (1947) and Young v. Higbee Co., 324 U.S. 204 (1945) might be considered as a 
trend towards a corporate asset theory which approaches that of Berle. In the former, a stock- 
holder who took money in settlement of a derivative suit was held accountable as trustee for all 
the stockholders on the theory that the cause of action belonged to the corporation. In the lat- 
ter, stockholders were held liable for a bonus received in selling their shares which controlled a 
suit contesting the corporation’s reorganization. The court held that the bonus attributable to 
control of the suit belonged to the corporation which was to benefit by the suit. The scope of 
these two decisions is much more limited than Berle’s corporate asset theory. Only the sale 
of shares involved in a derivative suit is restricted; all other types of contro] can be bought 
and sold without restriction. 


7 It would appear unnecessary to concern ourselves with the control of large corporations. 
Berle writes: ‘[A]s corporations gradually increase in size . . . stock distribution increases to 
the point where ‘control’ is virtually in the hands of a self-perpetuating Board of Directors like 
that of United States Steel or American Telephone & Telegraph Company. But with this class 
of control, the public up to now has little quarrel, nor does it usually thrash out such problems 
in the courts.”’ Berle and Means, op. cit. supra note 6, at 246. It is the medium and small 
corporations, where contr<! can easily change hands and where buyers are usually interested 
only in obtaining control or sellers wish to sell their entire interest, which raise the legal prob- 
lems with which this paper is concerned. 

It should also be noted that a controlling stockholder owning only a minority of shares does 
not pass contro] to the purchaser of his shares unless there is an agreement between the 
board of directors, the seller and the purchaser. Without such an agreement the rest of the 
shareholders would not be affected by the sales since it remains within their power to prevent 
a change in the directorate and therefore any harmful! plan the purchaser may have. 





ee ee ee eee 


1952) COMMENTS 871 


asking as high a price as it could demand. If a seller were asking as high a price 
as his control shares would bring on the market, he would lack further economic 
power to insist that a like “premium” to all other shareholders be “‘tied-in’”’ to 
the sale of his control. The direct consequence of Berle’s proposal would be to 
block some transactions in corporate shares where those shares represent con- 
trol. 

A basic tenet of free enterprise philosophy is the social advantage of a free 
market for investments. In the case of investments carrying control, the desira- 
bility of free transferability is particularly apparent. The interest of prospective 
purchasers of controlling shares typically springs from a belief that increased 
profits may be made from innovations in product or in production or merchan- 
dising policies; and under competition society gains when such beliefs may free- 
ly be put to the test. From this viewpoint one may question the desirability of 
a legal rule which would restrict such transfers of control. From the same view- 
point one may also question the ethical basis for a voluntary refusal of an at- 
tractive offer for controlling shares on the ground that the buyer is unwilling to 
extend his offer to all shareholders. Legal arguments such as Berle advances and 
expressions of praise for the controlling shareholder who leans over backward in 
refusing profitable sales show how widespread is the tendency to ignore the so- 
cial advantage of transfer of business properties at prices determined by free 
markets. 

Adoption of Berle’s proposal, then, raises the problem whether transactions 
in control are so inimical to the society’s interest in preventing fraud that it 
would be better to sacrifice free transferability of shares which represent con- 
trol. Wise social policy would not seem to dictate such a sacrifice. The suggested 
change appears more drastic than the problem it is intended to correct. It would 
cripple the development of new corporations by sellers of control and the expan- 
sion and redevelopment of older corporations by purchasers.*® 

* Valuation of the control element will become a great problem if the law separates the 
value of control from value of the shares. The seller would constantly be open to lawsuits by 
various shareholders who have arrived at different values via different methods of calculation. 
Analogies to the valuation problem in such cases as Clarke v. Greenberg and Young v. Higbee 
Co. (see note 6 supra) are not helpful since the computation in both cases was more simple. 
In the former there was no question—the amount paid was the amount of settlement. In the 
latter, the court knew exactly what market value of the shares was—the excess was obviously 
a bonus for settlement of the suit. In many small corporations the market price of the shares 
is not indicative of their true value. Therefore, there will have to be recourse to criteria other 
than market value. 

Nor is the refund method of Rule 16(b) applicable here. In the short-sale situation, there is 
no question of valuation. The shares were bought for a certain price and were sold for another— 
both equally ascertainable. The difference between the two is to be returned to the corpora- 
tion if the transaction was completed within six months of the purchase date. The situation in 
the control sale is not nearly so easy. Are we to consider the price the seller originally paid for 
his shares? What is to determine the value at the time of sale? These questions will have to be 
answered before any satisfactory new plan is adopted. A possible answer would be appraisal 
as developed for dissenting shareholders in the situation where substantially all the assets of 
the corporation are being sold. This, however, is an expensive and cumbersome procedure. It 
would involve useless litigation almost every time there is a sale of controlling interest. 
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Up to the present, the basis of liability in contro] situations has been negli- 
gence or fraud. An attempt should be made to extend these concepts in order to 
bring about an equitable solution without the drastic and undesirable conse- 
quences of abolishing all profit which inheres in the control of a corporation and 
abandoning a basic tenet of free enterprise philosophy. 


INADEQUATELY CAPITALIZED SUBSIDIARIES 


The ritual of incorporation provides a method of insulating assets from busi- 
ness risks. Yet the ritual affords no protection, to a parent corporation whose 
subsidiary' may be designated as its “alter ego”’ or its “instrumentality.” Of the 
many factors considered by the courts in establishing that relationship, none is 
more elusive than inadequate capitalization? 

Cases in which the subsidiary was incorporated with substantially no assets 
of its own, or under its control, have been easy to decide. In Garden City Com- 
pany v. Burden,* a parent corporation which owned most of the water rights in 


* The situation outlined in the Sun-Times articles could more accurately have been ana- 
lyzed in terms of an abuse of a director-officer’s relationship with other shareholders. If there 
was anything improper in what the president did it was done at the time he bought the shares 
from the other shareholders without revealing that he had an opportunity to dispose of contro] 
at a premium. (See note 2 supra.) The author’s preoccupation with an abuse of the sale of con- 
trol seems to have been mainly misdirected. 

There are three rules in this situation, all of which are presented in American Trust Co. 
v. Calif. Western States Life Ins. Co., 15 Cal. 2d 42, 56, 98 P. 2d 497, 504 (1940). The minority 
rule, given support in Berle, Publicity of Accounts and Directors’ Purchases of Stock, 25 
Mich. L. Rev. 827 (1927), recognizes the “director’s obligation to the stockholders indi- 
vidually as well as collectively, and refuses to permit him to profit at the latters’ expense by 
the use of information obtained as a result of his official position and duties.’’ The majority 
rule is that a “corporation director owes no fiduciary obligation to the stockholder as such, 
but only to the corporation. Hence . . . non-disclosure [is] not fraudulent because there [is] 
no duty to disclose.” The special facts doctrine, as laid down in Strong v. Repide, 213 U.S. 
419 (1909) is that “where special circumstances or facts are present which make it inequitable 
for the director to withhold information from the stockholder, the duty to disclose arises, and 
concealment is fraud.” 


1 The attempted insulation is most common in the parent-subsidiary relationship although 
it may also be seen in the “one-man” corporation. Pepper v. Litton, 308 U.S. 295 (1939). 
There appears to be no reason why a distinction should be made between parent corporations 
as stockholders and the stockholder in the “one-man” corporation in the case of corporations 
organized with inadequate capital. However, liability appears to be more frequently limited 
when the stockholder is not a corporate entity. Consult Latty, Subsidiaries and Affiliated 
Corporations 194 ff. (1936). 

? Douglas and Shanks, Insulation From Liability Through Subsidiary Corporations, 39 
Yale L.J. 193 (1929). The authors list eighteen relationships between parent and subsidiary 
saying of inadequate capital: “Courts are more impressed by an obvious inadequacy of 
capital on the part of the subsidiary than they are by the presence of any of the indicia of 
identity between the corporations. . . . In fact, sufficient capital and adequate financial ar- 
rangements or the lack of it, insofar as the various factors motivating the courts are capable 
of ascertainment from the cases, in some instances seems to be largely determinative.” Ibid., 
at 214. 

#186 F. 2d 651 (C.A. 10th, 1951). The case follows almost directly the landmark case 
of Erickson v. Minnesota & Ontario Power Co., 134 Minn. 209, 158 N.W. 979 (1916). 
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a canal formed a subsidiary with an easement in the canal as its sole asset. In 
Joseph R. Foard Co. v. Maryland,‘ a ship brokerage company formed a stevedor- 
ing company but held its assets, shared its officers, and retained all its profits. 
And in Wallace v. Tulsa Yellow Cab Taxi & Baggage Co.,' the defendant, in order 
to procure public liability insurance, organized a corporation with a capital 
stock of $1,000 purchased by the defendant’s employees with money fuiuished 
by the defendant’s president. The sole asset of the new corporation was an 
equipment lease from the defendant which could be cancelled on twenty-four 
hour notice. Revenue of the new corporation was completely absorbed by oper- 
ating expenses and rental payments to the defendant. The parent corporations 
in these cases were held directly liable for claims against the subsidiaries. 

The initial financial structure of the subsidiaries in these cases had two as- 
pects in common. One was that the business could not be conducted independ- 
ently of the parent corporations’ control and financial support. The other was 
that regardless of the type of business involved, the nominal investment made 
it impossible to find even a minimal creditor cushion. A relationship between 
these two aspects was established by Luckenbach S. S.Co. 0. W. R. Grace & Co.* 
A subsidiary was organized with a capital of $10,000 to operate a fleet of ships 
leased from the parent. While the capital investment was more than nominal, 
it was nevertheless inadequate. The court reasoned that since “flor all practical 
purposes the two concerns are one, . . . it would be unconscionable to allow the 
owner of this fleet of steamers, worth millions of dollars, to escape liability be- 
cause it had turned them over a year before to a $10,000 corporation, which is 
simply itself in another form.’ So the relationship appears to be that, whenever 
a subsidiary is the alter ego of its parent, the creditor cushion required of the 
subsidiary depends upon the degree of responsibility shifted to it. 

Not infrequently, cases concerned with inadequate capitalization also involve 
the problem of determining the rights of the parent as a secured creditor of the 
subsidiary. These cases, like those previously discussed, may be grouped into 
two classifications: financial schemes with nominal capitalization at the outset, 
and schemes where the capital is more than nominal yet inadequate in terms of 
the risks involved in the subsidiary’s business. Alber! Richards Co. v. The May- 
fair’ is an example of the first group. There a nominal amount was paid for capi- 
tal stock while most of the original financing was in the form of loans by the 


#219 Fed. 827 (C.A. 4th, 1914). 
§ 178 Okla. 15, 61 P. 2d 645 (1936). 
*§ 267 Fed. 676 (C.A. 4th, 1920). TIbid., at 681. 


* 287 Mass. 280, 191 N.E. 430 (1934). Also where directors of a bank formed a corporation, 
paying for the entire stock of $5,000 and conveying property to the corporation, while in turn 
the corporation executed to the bank its demand notes for $37,000 plus a mortgage purporting 
to secure an issue of bonds, the bank was held liable for the sale of oil which was inferior in 
grade to what the contract specified. Here, although capital stock was issued, Seer 
source of funds was loaned and secured by mortgage. Portsmouth Cotton Oj! Refining 
v. Fourth Nat’! Bank, 280 Fed. 879 (M.D. Ala., 1922), aff’d, 284 Fed. 718 (C.A. Sth, 1922). 
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parent secured by a mortgage on the subsidiary’s assets. The mortgage was 
held void as against the subsidiary’s creditors. This treatment of loans as capital 
contributions becomes increasingly difficult as the original capital investment 
becomes larger.’ Cases applying the Deep Rock doctrine’ have attempted to 
draw the line between legitimate debt and disguised capital. One index is the 
extent to which continued long term borrowing from the parent occurs when the 
subsidiary could not have borrowed from outsiders.” 

But whatever index is used for this line of cases, it is clear that the determi- 
nation of adequate capital is largely a matter of hindsight. Reviewing the sub- 
sidiary’s history is simplified when a plan to milk the subsidiary from the outset 
can be shown. In the recent case of Henderson v. Rounds and Porter Lumber Co.," 
the defendant’s president and another individual formed a corporation with 
$30,000 and machinery adequate to produce items which were sold to the de- 
fendant at prices below market. The execution of the scheme resulted in a con- 
stant net operating loss and eventual bankruptcy. The defendant had made 
several secured loans to the new corporation. The court asserted that “ijn view 
of the extraordinary demand for finished lumber and the enormous price at 
which it was selling on the market, there appears no reason why it should not 
have continued to be solvent, except for the action of the defendant in requiring 
the [new corporation] to sell the lumber to it at below cost.’”* So the court found 


® When there is no capital to speak of, an interesting result may ensue. Stone v. Eacho, 
127 F. 2d 284 (C.A. 4th, 1942), cert. denied Eacho v. Stone, 317 U.S. 635 (1942). The total 


equity capital was $3.00. Since both the parent and subsidiary were bankrupt, the court chose 
to lump the assets together thus treating all creditors on an equal basis. 


10 Taylor v. Standard Gas & Electric Co., 306 U.S. 307 (1939). The doctrine: “Where a 
showing can be made that a subsidiary corporation having public preferred stockholders was 
inadequately capitalized from the outset and was managed substantially in the interest of its 
parent, rather than in its own interest, the parent will not, in a bankruptcy or reorganization 
proceeding affecting the subsidiary, be permitted to assert a claim as creditor, except in sub- 
ordination to the claims of preferred stockholders.’’ Israels, The Implications and Limitations 
of the “Deep Rock” Doctrine, 42 Col. L. Rev. 376, 379 (1942). The inadequate capital con- 
cept aspect of the “Deep Rock” doctrine is also considered by Krotinger, The ‘“Deep Rock”’ 
Doctrine: A Realistic Approach to Parent-Subsidiary Law, 42 Col. L. Rev. 1124 (1942). 


1 It is suggested by Rembar that there are three tests of inadequate capitalization at this 
point in the intercorporate relationship. (1) Comparisons with other corporations of similar 
size and nature. Contributions up to the point where the capital approximates the norm of 
other like businesses will be regarded as capital. (2) Advances would be viewed as capital if the 
subsidiary could not have borrowed from outside sources. (3) The parent’s non-capital con- 
tributions should not be too great as contrasted with capital contributions. Rembar, Claims 
Against Affiliated Companies in Reorganization, 39 Col. L. Rev. 907, 915-16 (1939). 

Israels suggests a measure of parental obligation that requires the parent to deal with the 
subsidiary on as favorable terms as someone else might do. “If new common stock could have 
been sold to others at a reasonable price, perhaps the parent should make its investment upon 
that basis. If new preferred was salable, perhaps the parent must take it. Perhaps only upon a 
showing that there was no market for common or preferred stock on reasonable terms would 
the parent be justified in lending money.” Israels, op. cit. supra note 10, at 391. See also for 
discussions of standards, Boyum v. Johnson, 127 F. 2d 491 (C.A. 8th, 1942), and the dissent 
in Barlow v. Budge, 127 F. 2a 440 (C.A. 8th, 1942). 


99 F. Supp. 376 (W.D.Ark., 1951). 8 Thid., at 382. 
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that the new corporation “was undercapitalized from the start,’”* and because 
of the dominion exercised over it by the defendant, the latter was held directly 
liable for claims against its “subsidiary.” The court might also have found that 
the loans from the defendant were actually capital contributions and conse- 
quently available to creditors. 

The problem of determining adequate capital appears to be no different from 
the definitional problems of Section 5 of the Uniform Fraudulent Conveyance 
Act,"® which declares a transfer fraudulent if the transferor is left with an un- 
reasonably small capital. Courts deciding cases under this section have looked 
at the type of business involved” and whether the business is continued after the 
transfer.!” The difference between the Section 5 cases and those previously dis- 
cussed is that, under Section 5, only a single transaction nee be analyzed. Yet 
the task of finding inadequate capital is frequently as restricted in scope as the 
determination under Section 5. The plan to sell at an unduly low price to the 
parent in the Rounds case;* the management fee equivalent to net earnings in 
the Foard case;!* and the agreement to receive the product of the subsidiary free 
of charge except for the nominal cost of maintaining the dam in the Erickson 
case” are all examples of financial plans, the results of which may be traced 
without difficulty. 

Thus two situations appear in which the initial capitalization of the subsidi- 
ary is clearly inadequate. One is where a mere nominal amount is paid in as 
equity, and the corporation is financed by cash advances and loans from the 


parent corporation, the parent receiving the earnings of the subsidiary. The sec- 
ond is where a subsidiary, which would otherwise have had adequate capital, 
is formed for the purpose of being milked by the parent. 

While subsequent activity indicates what was necessary in the beginning, the 
courts are faced with an overwhelming problem. Because quantitative criteria 
are often artificial and unjust, courts cannot be condemned for vaguely phrasing 
the variables contributing to their decisions. While incorporators have no yard- 


14 Thid., at 383. 


9A U.L.A. §5 (1918), providing: “Every conveyance made without fair consideration 
when the person making it is engaged or is about to engage in a business or transaction for 
which the property remaining in his hands after the conveyance is an unreasonably small cap- 
ital, is fraudulent as to creditors and as to other persons who become creditors during the 
continuance of such business or transaction without regard to his actual intent.’’ (Emphasis 
added.) 


#¢ Fidelity Trust Co. v. Union Nat’] Bank of Pittsburgh, 313 Pa. 467, 169 Atl. 209 (1933), 
cert. denied, 291 U.S. 680 (1933). 


17 McBride v. Bertsch, 58 F. 2d 797 (D.C.Mich., 1930), aff’d, 58 F. 2d 799 (C.A. 6th, 1932). 
See also, Kearney Plumbing Supply Co. v. Gland, 10 N.J.Eq. 723, 151 Atl. 873 (1930); Barr & 
Creelman Mill & Plumbing Supply Co. v. Zoller, 109 F. 2d 924 (C.A. 2d, 1940). 


18 Henderson v. Rounds & Porter Lumber Co., 99 F.Supp. 376 (W.D. Ark., 1951). 
19 Joseph R. Foard Co. v. State of Maryland, 219 Fed. 827 (C.A. 4th, 1914). 
* Erickson v. Minnesota & Ontario Power Co., 134 Minn. 209, 158 N.W. 979 (1916). 
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stick with which to measure their transactions, they have been put on notice 
that the protection of their own funds is not enough, and theirs is the responsi- 
bility of creating a financial structure which will not unduly jeopardize creditors 
in the event of the subsidiary’s insolvency. 


THE TRUSTING TRUSTEE: MOSSER V. DARROW 


During his life on the bench, possibly every judge has to face a number of 
situations, best characterized as “painful.” It is not that the law is wrong, nor 
even that the losing party has strong equities on his side. Rather, some poor 
fellow, through some form of foolish behavior has become involved in a terrible 
fix. He’s not a bad guy—he may even be a good one. And the judge may be 
tempted to help extricate him from this mess. At times, it can be done; the 
precedent is there. At times, the circumstances are such that neither juggling 
judicial concepts nor realigning cases will ever ring true. In effect, this was the 
situation before the Court of Appeals for the Seventh Circuit in Darrow v. 
Mosser.' 

These were the facts. In a 1935 reorganization proceeding, Judge Holly, a 
respected jurist, had appointed as trustee, Mr. Darrow, son of the eminent at- 
torney but not an attorney himself. The debtor-trusts were formed in 1930 to 
hold the stock of several building corporations, each with bonds outstanding. 
Mr. Darrow retained a gentleman named Kulp and a lady named Johnson— 
promoters of the subsidiaries—with the express understanding that they would 
be free to trade in the subsidiaries’ securities. And trade they did. 

Mr. Darrow had inaugurated a plan of bond retirement, and he relied on the 
advice of the lady named Johnson to execute this plan. Miss Johnson found her- 
self in a not unhappy position. She knew at what prices the bondholders would 
sell as well as the prices that the trust would pay. Miss Johnson did not let this 
information go to waste. Free competition may presuppose a knowing seller and 
a knowing buyer, but Miss Johnson was no theoretical economist. She left the 
parties in their abysmal ignorance and, whenever the occasion permitted, 
bought from the bondholders and sold to the trust or the public at a tidy profit. 

Mr. Darrow’s part in this little drama was a rather perplexing one. While he 
believed that it would be a “dangerous practice”’ for him to sell securities to the 
trust,” he apparently had no objection to Mr. Kulp and Miss Johnson doing so. 


* 184 F. 2d 1 (C.A. 7th, 1950); Mosser v. Darrow, 341 U.S. 267 (1951). 


* Transcript of Record before the Supreme Court at 341. “I thought that I had a perfect 
right to buy and sell securities to the trusts or anybody else if . . . I did not charge them more 
than they were paying for securites of the same kind at the same time. 

“It was my opinion that I had a right to deal in these securities selling them either to the 
trusts or subsidiaries and earn a profit (I [personally] didn’t do any trading out of considera- 
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These two grass-roots economists did most of their dealing through a trading 
company named Colonial, and Mr. Darrow felt that doing business with Coloni- 
al was just like doing business with any house “in New York or some other place 
in Chicago.””* 

Again, Darrow felt that the price was none of his business.‘ There can be no 
doubt that Miss Johnson agreed with him. She must have nodded approval 
when he said, “I thought and still think that the price at which Miss Johnson 
sold bonds to me was a personal matter and I did not inquire into such personal 
matters.”® It is not surprising then, that Mr. Darrow did not concern himself 
with the profits that Kulp, Johnson and entourage had made; he thought it 
was none of his business. 

Lest suspicion of Mr. Darrow be somewhat aroused, one must hasten to point 
out that the Special Master found that Darrow did not personally share in his 
employees’ profits. On several occasions, when the trust had insufficient funds, 
Mr. Darrow used his own money to purchase bonds which he resold to the trust 
at cost.* Furthermore, he refused to accept the fees paid to him as president of 
each subsidiary and instead relinquished them to the trust.’ The amazing diver- 
gence between the standards which Mr. Darrow placed on himself, and the free- 
for-all which he permitted his employees, indicates that the gentleman did not 
take his job very seriously. 

Mr. Darrow had placed the courts in an uncomfortable position. Here was a 
fellow, honest and upright, though perhaps a bit naive, who had apparently 
blindfolded himself while his employees played ring-around-the-rosy with other 
people’s money. Probably he meant no harm; certainly, he made no gain. But 
the damage was done, and it looked as if Mr. Darrow was stuck with the bill. 

The Court of Appeals thought otherwise. It was true that no direct precedent 
could be found,* but this was undoubtedly due to the fact that no one had ever 
doubted that a man in Darrow’s position would be held liable. Nevertheless, the 


tion for Judge Holly and my father). I realized it would be a dangerous practice because some- 
body would try to show that I had been unreasonable with my dealings in the trusts. . . . 
‘Whether the profit they realized in transactions with me was reasonable or not was of no 


consequence to me. The important thing was that I did not pay them more than I was paying 
anyone else.” 


* Ibid., at 338-39. 


* Tbid., at 209. “I never made any inquiry when and where people got the bonds I purchased 
or what they paid for them. I never made any effort at all to ascertain and did not know 
whether Kulp, Johnson or Colonia! made profits out of these bonds that I bought from them. 
Colonial books were available but I did not examine them. It is easily possible that Colonial, 


Johnson, and Kulp made profits on these transactions, and I didn’t think it was any of my 
business.” 


5 Thid., at 211. 6 Ibid., at 207. 7 Tbid., at 203. 
8 The following cases in the opinion can be distinguished on their facts: In re Marcus, 2 F. 
Supp. 524 (W.D., 1932) (thefts by the trustees’ employees); Evans v. Williams, 276 Fed. 650 


(C.A. 6th, 1921) (surcharge for net operating loss); Speight v. Gaunt, 22 Ch. D. 727 (1883) 
(surcharge for payment on a spurious “bought note’’). 
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court chose to ignore what everyone else considered obvious. It caricatured the 
rule of the prudent man and found, surprise of surprises, that Mr. Darrow was 
a “prudent man.”’* 

Unfortunately the Supreme Court!® refused to swallow this argument. The 
majority pointed out that talking in terms of the negligence test, the “prudent 
man’”’ rule was irrelevant; Mr. Darrow had explicitly authorized his employee’s 
conduct. Justice Black proposed a compromise: Darrow was wrong, but let’s 
give the rule prospective application only." But the rest of the Court voted him 
down. Reversing the Court of Appeals, the Supreme Court said, in effect, that 
a trustee may not authorize his employees to act in a manner forbidden to him. 
Undoubtedly, the court was right. But nobody seemed very happy about it— 
least of all, Mr. Darrow. 


FORCING PREFERRED DIVIDENDS: THE CHICAGO 
GREAT WESTERN SETTLEMENT 


The declaration of corporate dividends is usually considered a matter within 
the sound discretion of the corporate directors. Courts have traditionally been 
reluctant to interfere with this discretion unless it is shown that the action of 
the directors in declaring or refusing to declare a dividend is fraudulent, in bad 
faith, oppressive, or clearly and extremely unreasonable.’ Thus stockholders 
suing to compel a declaration of dividends must meet a severe burden of proof. 
The probability of their success is diminished by two practical considerations. 
One is that the principal sources of evidence are the defendant corporation’s of- 
ficers and directors. The other is that the defendants are backed by the corpo- 
rate pocketbook and prestige. 

However, the rarity of recorded stockholder success in dividend cases does 
not necessarily indicate that the stockholder suit fails to offer adequate protec- 
tion to those who are entitled to relief. Corporate transactions that are used to 

*It may be noted that two circumstances around which the rule was formulated have 
changed. One is a growing expectation and demand that experts live up to their vaunted ex- 
pertise and be judged, accordingly, by a higher standard than that of the prudent man. The 
other is that fiduciaries are now compensated for their services. See, e.g., Speight v. Gaunt, 
22 Ch. D. 727 (1883) (non-compensation of fiduciaries). This payment can be regarded, at 


least in part, as remuneration for the added responsibility which the hired expert is expected 
to assume. 


10 Mosser v. Darrow, 341 U.S. 267 (1951). 


™ Great Northern Ry. Co. v. Sunburst Oil and Refining Co., 287 U.S. 358 (1932), cited by 
Justice Back, merely held that no Federal Constitutional provision compelled state courts to 
give retroactive effect to their decisions. Refusing to give retroactive application can be 
justified when a case is overruled on which people have relied, or where a rule is formed which 
differs from established expectations. The Mosser case neither overruled any case nor de- 
feated any established expectations. 


1 See Minority Shareholder Suits to Compel Declaration of Dividends, 64 Harv. L. Rev. 299 
(1950); Dividend Rights of Non-Cumulative Preferred Stock, 61 Yale L.J. 245 (1952). 
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justify a policy of nonpayment of dividends will be scrutinized, not only with 
regard to their effect on the corporation as a business entity, but also in terms of 
their effect on the various classes of stockholders involved.* This comment de- 
scribes an instance in which noncumulative preferred stockholders were able to 
obtain a favorable settlement by demonstrating that certain otherwise justifi- 
able expenditures had an unreasonably detrimental effect on their class of stock. 


I. THe CorPORATE PROGRAMS AND DIVIDEND PoLicy 
The corporation involved in this case is the Chicago Great Western Railway 
Company.* The Great Western, an Illinois corporation, emerged from a reor- 
ganization‘ in 1941 with the following capital structure as approved by the 
court (Table I). 


TABLE I 
LONG TERM DEBT 
— mortgage 4% fixed interest bonds, maturing in 
988 


$10, 130,100 

General income 44% contingent interest bonds, matur- 
ing in 2038 6,113,600 

Reconstruction Finance Corporation note, bearing 4% 
interest, maturing in 1951 6,396,870 

Wisconsin Central Railway 34% bonds, maturing 
January 1, 1950 500 ,000 
Other bonds 16,000 
Equipment obligations (various) 2,735,904 


$25,892,474 


CAPITAL STOCK 


366,104 shares of $50 par value 5% preferred stock.... $18,305,200 
352,639 shares of $50 par value common stock 17,631 ,950 


$ 35,937,150 


Dividends on the preferred stock were to be cumulative but only to 15% of 
par value, or $7.50 per share. Preferred stock dividends were first declared in 
September of 1942, and were thereafter paid regularly up to and including 


*See Minority Shareholder Suits to Compel Declaration of Dividends, 64 Harv. L. Rev 
299, 303-304 (1950); Dividend Rights of Non-Cumulative Preferred Stock, 61 Yale L.J. 245 
(1952); Kehl, Corporate Dividends 167-69 (1941). 


* The Great Western is classified by the Interstate Commerce Commission as a Class I 


railroad. For history and physical description, see Moody’s Manual! of Investments 661-72 
(1951). 


‘ The Chicago Great Western Railroad Company (predecessor company) was incorporated 
under Illinois Law in 1909 as successor by reorganization to the old Chicago Great Western 
Railway. A low level of earnings during the depression and the failure of earnings to improve 
after 1932 forced the road into bankruptcy in 1935. See In re Chicago Gt. West. R. Co., 29 F. 
Supp. 149 (N.D. Ill., 1939), 32 F. Supp. 217 (N.D. IIL, 1940); Chicago Gt. West. R. Co. 
Reorganization, 228 I.C.C. 585 (1938), 233 I.C.C. 63 (1939), 242 I.C.C. 698, 747 (1940), 247 
L.C.C. 217 (1941). 
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March 1946. After that date no dividends were declared until December 1, 1949. 
On March 31, 1948, the maximum accumulation of $7.50 per share was reached 
on the preferred stock. At this date, the preferred stock became in effect non- 
cumulative.’ 

One month after the maximum accumulation had been reached on the pre- 
ferred stock, the Railway filed with the Interstate Commerce Commission a 
plan by which preferred shareholders would be given the option of exchanging 
one share of preferred stock for a $20 par value 44% unsecured income deben- 
ture, maturing in 2049, and one-fifth of a share of common stock. The interest 
on the debentures was to be payable out of income which remained after deduc- 
tions for fixed charges, interest on general income bonds, capital requirement, 
and sinking funds for the first mortgage and general income bonds. The deben- 
ture interest was to be cumulative to the extent of 133%. 

The stated purpose of the plan was to give to those preferred shareholders 
who desired it an opportunity to receive some immediate income on their invest- 
ment. The Railway claimed that a declaration of preferred dividends seemed un- 
likely for an indeterminate period because the corporate management had em- 
barked on three extensive programs: (1) increased expenditures for maintenance 
of way and structures; (2) dieselization of the road’s motive power; and (3) re- 
tirement of a substantial part of the Railway’s long term debt in advance of 
maturity. 


In March, 1949, Harris, a preferred stockholder, filed suit in a Chicago Fed- 


eral court against the Railway, and three months later Zimmerman and other 
preferred stockholders also filed suit in the same court. After various motions to 
dismiss,* the two suits were consolidated before Judge Barnes.’ 


5 No dividends were ever declared on the common stock. 


* Harris held an amount of stock on which exactly $3,000 of unpaid dividends had accumu- 
lated. A sum that exceeds $3,000 is required for federal jurisdiction. 62 Stat. 930 (1948), 28 
U.S.C.A. § 1332 (1951). Harris had not charged a conspiracy among the corporate directors 
as had Zimmerman, nor had he asked specifically for declaration of the dividends passed and 
unaccumulated. Harris was prepared to argue, in the face of a holding to the contrary in 
Giesecke v. Denver Tramway Corp., 81 F. Supp. 957 (D. Del., 1949), that his suit was a true 
class action to enforce a joint or common right, and that therefore the claims of the class could 
be aggregated to obtain the necessary jurisdictional amount. The Denver Tramway case 
reached its result by finding that (1) the plaintiff’s interest was separate in that he could have 
brought suit alone if he had had the necessary amount, and (2) although the plaintiff was suing 
to compel directors to declare a common fund, it was a fund in which each stockholder would 
have a separate and distinct interest. The Denver Tramway case seems to place an unnecessary 
obstacle in the already rocky path of the plaintiff stockholder. A dividend can be declared only 
for the whole class of stockholders. The individual stockholder sues to enforce a declaration 
of dividends in favor of the whole class. The character of the right sought to be enforced 
for the class may thus be considered, with perhaps even more logic than in the Denver Tram- 
way case, to be “joint, or common’’ under Rule 23(a) of the Federal Rules of Civil Procedure, 
and therefore to allow an aggregation of the claims of the class. Williams v. Green Bay & West. 
R. Co., 68 F. Supp. 509 (S.D.N.Y., 1946) involved debentures closely analogous to’stock in 
that they carried as “interest” a contingent portion of annual net income to be ascertained 
and declared in the sound discretion of directors, and they had no fixed date of maturity. 
Following the dismissal of an action by a debenture holder to enforce the declaration of in- 





Id 
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The substance of the Zimmerman complaint was as follows: By the end of 
1946, a particular group of common stockholders had purchased a controlling 
interest in the Railway. This group wanted to enhance the value of the common 
stock by eliminating or reducing the amount of preferred stock outstanding. 
They were informed that direct open market purchase by the Railway of its own 
preferred stock was prohibited by an Illinois statute.* The group thereupon de- 
vised the above-described plan of exchanging debentures and common stock for 
preferred stock with the intent of subsequently causing the Railway to retire the 
debentures by open market purchases. Since there would be no incentive for 
preferred shareholders to make the exchange as long as regular dividends were 
being declared, the group caused the Railway to embark on costly and unneces- 
sary programs of maintenance, dieselization and debt retirement. The programs 
were intended to serve as an excuse for the withholding of preferred dividends 
for an indefinite period. Moreover, once the full accumulation on the preferred 
stock had been reached, further undistributed earnings could be retained for the 
exclusive benefit of the common stockholders. 

The complaint sought to compel the resumption of regular annual dividends 
on the preferred stock; to compel the payment of both the accumulated ar- 
rearages of $7.50 per share and the dividends undeclared after March 31,1948;° 
and to compel withdrawal of the exchange plan. 

The preferred stockholders were prepared to show that the Railway had suf- 
ficient accumulated earnings to pay dividends during most of the period between 
March 1946, and December 1949. The regular annual dividend on the preferred 
stock would have been $2.50 per share, or $915,260. The Railway’s net income’® 
and surplus" record for the 1945-50 period was as shown in Table II. 

The Railway’s contention was that the maintenance, dieselization and debt 
retirement programs which had prevented the declaration of preferred dividends 
were sound and reasonable corporate transactions. 

The program of increased expenditures for maintenance was attributed to the 
failure during the war years to rehabilitate depreciated track, roadbeds and 





terest on the debentures, a second holder brought action for the same relief. The court held: 
“The whole body of Class B Debenture holders being entitled to dividends only in common, 
the attempt to enforce the declaration of such dividends by some on behalf of all was a true 
class suit and the dismissal therefore was conclusive on all.”’ Ibid., at 512. In the instant case, 
the Railway initially moved to dismiss the Harris compiaint on the authority of the Denver 
Tramway case. It then withdrew its motion and Zimmerman moved to dismiss. Once the suits 
were consolidated, the question did not arise again. 


7 Harris v. Davidson, Consolidated Civil Action No. 49 C 462 (N.D. IIl.). 


* “(T}t shall not be lawful for such corporation [i.e., railroad] to use any of the funds thereof 
in the purchase of its own stock. . . .” Ill. Rev. Stat. (1951) c. 114, § 14. 


® These dividends, which were not accumulated, eventually amounted to $4.06} per share. 
10 From 1942 to 1944 the Railway’s net income was well above two million dollars per year. 
" Earned surplus appropriated rose steadily from $4,400,000 in 1945 to $7,400,000 in 1949. 
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other structures.” During the 1945-49 period expenditures for maintenance 
(both normal and deferred) increased sharply (Table III). 

The dieselization program was begun in 1947 and until 1949 was financed 
under conditional sales contracts calling for initial payments of roughly 25% 
and annual payments over a period of seven to ten years. The program was sub- 
stantially completed in 1949 when additional diesels were purchased under 
equipment trusts at 2.75% interest. The trusts called for down payments of 15% 
ona cost of $5,900,000 and +, of 1% ona cost of $2,110,000, with annual pay- 


TABLE II 


Earned Surplus Un- 
Net Income appropriated, as 
of Dec. 31 


$1,645,930 | $ 4,181,473 
824,343 4,155,778 
1,581,730 5,479, 590 
882,080 8,332,976 
1,879, 160 9/298, 175 
2,885, 532 10,216,574 


TABLE III 


803 ,976 
1,318,838 


* Including depreciation and amortization of defense projects. 


ments extended over a period of 134-15 years. In addition, the $6,000,000 un- 
paid balance of the conditional sales contracts was refinanced under the equip- 


% The Railway considered its 780 miles of track between Chicago, St. Paul and Kansas 
City as main line, with an average life of 25 years. This would require a renewal of about 31 
track miles each year. In the eight years since 1941 the average main line renewals amounted 
to only 22.5 track miles, or an annual average deficiency of 8.5 track miles. For the eight-year 
period, the “‘deferred”’ maintenance in rail amounted to 68 miles on the main line. In addition, 
it was felt that bridges, other track and structures were in need of repair. 

In January 1948, a “five year plan” for rehabilitation of the road was worked out. This 
plan was revised upward in January 1949, when the Railway estimated the total cost of 
making up the deferred maintenance, on the basis of the January 1949, price level, at approxi- 
mately $15,000,000. It was planned to make up the deferred maintenance at the rate of 
$3,000,000 per year for five years over and above norma] maintenance. The $15,000,000 
figure included expenditures for both maintenance expense and capital investment. See ICC 
Examiner Howard’s proposed report on the application of the Chicago Gt. West. Ry. Co., 
F.D. 16068, sheets 5, 6 (Aug. 24, 1949). 
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ment trusts. The trusts required annual payments of $930,000 as compared with 
annual conditional sale payments of $2,250,000 in 1948 and $1,900,000 in 1949. 
The program of debt retirement is summarized in Table IV. 


TABLE Iv* 
[In Thousands] 


Par Value | Cash Dis- 
burse- 





* Table corrected to nearest thousand except that sums less than $1,000 have been corrected to nearest $100. 
t Including sinking fund requirements. "# 

The effect of these large expenditures for maintenance, diesels and debt re- 
tirement'‘ on the cash position of the road is shown in Table V. 

The corporate management felt that an adequate cash position at this time 
was somewhere between four and six million dollars. Thus payment of dividends 
during the last quarter of 1948 and the first three quarters of 1949 would have 
required the corporation to obtain a cash loan if cash resources were not to be 
further depleted. 

II. Tue Lecat Issue 

The reasonableness of the Railway’s expenditure programs must be analyzed 
in terms of their effect both on the corporation as a business entity and on the 
class of preferred shareholders as compared to other classes of security holders. 
In cases where the ability of the corporation to retain its customers and its 
credit position is involved, the results of the two analyses may be identical. But 
where a corporation embarks on financial policies that have no immediate rela- 
tion to the operating soundness of the business and that deprive noncumulative 


18 The sinking fund requirements were $45,000 per year for the RFC note; $50,650 for the 
first mortgage bonds; and $15,000 for the general income bonds. 


\ The reduction in long term debt since reorganization was as follows: 


i- 
»- 








SL7285 Fare 


This reduction, however, was offset by the increase in equipment obligations from $2,735,904 
in February of 1941 to $12,955,855 as of December 31, 1949 


o 
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stockholders of dividends, these policies may be held oppressive and unreason- 
able despite the fact that they result in a saving for the corporation. 

The Railway had a very strong contention as far as the programs of mainte- 
nance” and dieselization’* were concerned. Both were arguably necessary to en- 


TABLE V 


Maintenance Total Cash 


$128,119 


128,119 
52,214 


52,214 
52,214 
50,214 


* Exclusive of special deposits, sinking funds and other reserve funds. 
1 Oe Desens 2, 1949, he Ralierey bessensed 05.000, 008 06 23 be payable in three annual installments. 


$500,000 was applied on December 26, 1949, to retire ‘pountof Wisonan Central bonds 
that became due January 1, 1950. The remaining 8 1,000,000 wen added to'morking 


16 Tt could hardly be denied that the Railway’s track was in need of substantia] rehabilitation. 
See note 12, supra. Derailments caused by defects or improper maintenance of way and struc- 
tures during the years 1941-48 ran well above the average for Class I railroads in the Western 
District. Much main line rail was too light for service and was not economical to maintain, 
requiring extra ties, better balanced tie plates and more section labor. With the introduction 
of heavier locomotives in the early 1930’s, “ties became badly rail-cut and the rail line and sur- 
face bent, resulting in excessive tie renewals, other track maintenance costs, and frequent 
derailments.”” Examiner’s Report, op. cit. supra note 12. 

%¢ Many of the Railway’s steam engines were old, and replacing them with diesels avoided 
the necessity for an extensive equipment maintenance program. The plaintiffs argued that 
some of the diesels were purchased under conditional sales contracts which reduced the Rail- 
way’s cash position more than equipment trusts would have done; and that the essential pur- 
pose of refinancing the diesels under equipment trusts was to conserve cash. See deposition of 
Edward T. Reidy, secretary of the Chicago Gt. West. Ry. Co., taken in Chicago, Ill., June 30, 
1950, p. 128. So, the reasonable way to buy diesels would have been to purchase under equip- 
ment trusts from the outset. There was some suggestion that the Railway was planning to 
reply that only a big dollar value equipment trust was marketable on Wall Street. However, 
in an impounding order of June 21, 1950, Judge Barnes found that the equipment trust meth- 
od of financing was equally available in the earlier years and that had it been employed, sub- 
stantial amounts of cash could have been utilized for other corporate purposes. 
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able the Railway to retain its competitive position.'’? Nor could the conduct of 
the road in retiring the RFC note in advance of maturity be consid “clearly 
unreasonable.” The Railway was prepared to show that its indebtedness to the 
RFC would have had an adverse effect on its credit rating which was especially 
undesirable during a period in which it was endeavoring to obtain the most fa- 
vorable possible terms for its financing of equipment purchases. There was also 
a saving of interest expense. 

The plaintiffs anticipated these arguments by securing expert testimony to 
the effect that the Railway could have carried through its dieselization and 
maintenance programs and most of its RFC note retirement and could sti// have 
paid dividends simply by curtailing its purchases of first mortgage and general 
income bonds. The decisive question thus became the reasonableness of the bond 
retirement program. 

When the court approved the 1941 Great Western reorganization, it probably 
did not foresee the great increase in earnings that railroads, including the Great 
Western, were to experience in the next decade. Net income in 1948, for ex- 
ample, was at that time the highest in the history of the road. Yet, because of 
the debt retirement program, no dividends were paid in 1948, although unde- 
clared dividends ceased to accumulate in March of that year. If debt retirement 
were always to be considered an adequate excuse for refusing to declare divi- 
dends, then dividends could be passed almost indefinitely by a controlling group 
of common stockholders. This result would work a virtual fraud on investors 
who acquired the preferred stock of the Railway in the reasonable expectation of 
receiving some return on their investment.!* 


17 The programs resulted in substantial operating economies. The ratio of operating ex- 
pense to operating revenue fell from 86% in January, 1946, to 74% in July, 1950, compared 
to an average drop from 72.5% to 71.6% for Class I railroads in the Western District. The 
relation of transportation expense to operating revenue dropped from 46% to 33% over the 
oe period, while the average for Class I Western District roads fell from 35.5% to only 
34.9%. 

18 See the comment in Hazeltine v. Belfast & M.L.H. R. Co., 79 Me. 411, 423, 10 Atl. 328, 
333 (1887) that funded debt is a normal part of the financial structure of al] railroads and that 
to permit this debt to be paid off to the exclusion of declaration of dividends would be “an 
injustice amounting to cruelty in many cases.’’ In Dohme v. The Pacific Coast Co., 5 N.J 
Super. 477, 68 A. 2d 490 (Ch. Div., 1949), discussed in Ashley, The Future of the Law of Non- 
cumulative Preferred Stock in New Jersey: A Raid on the Inarticulate, 5 Rutgers L. Rev. 358 
(1951), the corporation purchased during the period 1932-45 at large discounts bonds matur- 
ing in 1945. It was held that the use of the corporation’s retained profits for this purchase of its 
own indebtedness did not deprive noncumulative preferred stockholders of their right to a 
dividend credit in those profits under the New Jersey rule. The court stated: “Annual net 
earnings or surplus consisting of withheld annual net earnings may in the discretion of the 
directors be applied to legitimate corporate purposes such as payment of debts. . . and other 
ordinary business requirements, and to the extent that they are so used the inchoate right of 
non-cumulative preferred stockholders in such funds is lost or terminated.’’ Yet, “it was not 
within the normal operation of the business of the corporation to engage in the business of 
purchasing its own bonds at discounts. It would seem that the utilization of the earnings for 
such purpose, while an advantageous use of the corporate funds, is nevertheless not such a 


use as would deprive the preferred stockholders of their dividend rights in the funds so used.” 
Ibid., at 491 and 497. 
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The Railway’s directors supported the propriety of the bond program by ar- 
guing that bond purchases reduced the fixed interest charges of the Railway, 
thereby placing it in a more stable long run financial position.’® The Interstate 
Commerce Commission had given support to this position when it noted that re- 
organizations, through which creditors and stockholders usually suffer a loss on 
their investment, are often the result of distributing surplus in prosperous years 
instead of reducing long term debt.?° But in terms of the directors’ argument, the 
Railway would have placed itself in a much sounder financial position by retir- 
ing the fixed interest first mortgage bonds rather than the contingent interest 
general mortgage bonds. Yet Table IV shows that the heaviest retirement 
was of the general income bonds. As one of the attorneys for plaintiffs frequently 
brought out in pre-trial depositions, no railroad ever was forced into bankruptcy 
by inability to pay contingent interest. Indeed, with respect to the contingency 
of the interest, the remoteness of maturity, the fact that sinking fund require- 
ments were not burdensome, and that the interest was tax deductible, the gen- 
eral income bonds were a very desirable form of indebtedness for the Great 
Western. 

The Railway’s second main argument in support of the debt retirement pro- 
gram was that it resulted in immediate concrete savings for the Railway. A study 
of Table IV shows that the bonds, particularly the general income bonds, were 
acquired at a substantial discount. In addition, the interest on the retired bonds 
was being saved. The Railway’s comptroller stated in an affidavit that the debt 
retirement program asa whole, including both the bonds and the RFC note, pro- 
duced a saving in principal amount on the debt retired of over $1,400,000 and 
a saving in interest of about $1,000,000 for the period 1946 through the first 
quarter of 1950. But the comptroller’s figures present a deceptive picture. 

First, earnings formerly paid out in interest were deductible, whereas retain- 
ing these earnings subjected them to the corporate tax. Second, the cash used in 

1 The Railway could quote the court in its own reorganization: “It is a matter of common 
knowledge that one of the reasons why the railroads have so often been in financial difficulties, 
particularly during the times of economic stress, is the relatively large proportion of the in- 
debtedness represented by fixed interest obligations.”’ In re Chicago Gt. West. Ry. Co., 29 F. 
Supp. 149, 158 (N.D. IIl., 1939). 


% ICC, 60th Annual Report 20 (Nov. 1946). See the ICC memorandum of Dec. 3, 1942, 
to the Illinois Central R. Co., set out in Guttman v. Illinois Central R. Co.,91 F.Supp. 285, 
289-90 (E.D.N.Y., 1950), aff’d 189 F. 2d 927 (C.A. 2d, 1951): “[I]t would be a mistake, in the 
present tide of apparently revived earning power, to ignore the fact that [railroads] have a 
very heavy burden of debt and that it may be a crippling burden .. . if earnings should 
radically decline. We have noted with approval that many of the managements are avoiding 
this mistake and are using the favorable earnings of the present . . . to reduce fixed charges 
as rapidly as practicable. While stockholders may . . . be disposed to object to such a policy, 
it is the stockholders who will suffer most in the event of future insolvency. They will, we 
believe, be shortsighted if, by insistence on immediate dividends, they jeopardize the continu- 
ance and possible expension [sic] of a program of debt reduction.” In the Guttman case the 
railroad faced an early maturing funded debt. This fact played a decisive part in causing the 
court to declare that the railroad’s decision not to declare dividends on its noncumulative pre- 
ferred stock was reasonable. 
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the debt retirement program could have been used to purchase the diesels out- 
right. Instead, the diesels were financed under equipment trusts bearing 2.75% 
interest. Thus the interest saved, in these terms, on the bonds should be reduced 
by the interest paid under the equipment trusts.” 

The method of bond purchases was also subject to the criticism that economy 
had been sacrificed to a desire for speedy retirement of a large amount of bonds. 
In January of 1948, with general income bonds selling at 57, the Railway invited 
tenders. Between that time and the date of acceptance in March of 1948, the 
Railway purchased some $800,000 principal amount of general income bonds on 
the open market. This played a material role in driving the price of the general 
income bonds up to 66.5-67. Tenders up to 70 were accepted, with the average 
about 68. $806,000 principal amount of general income bonds were purchased on 
the tenders. Thus the Railway was competing against itself by seeking low 
tender offers while at the same time bidding the market price higher, with the 
result that bondholders naturally raised their tender price. 

The Railway’s position becomes even more vulnerable when the exchange 
plan is considered. Its stated purpose was to provide preferred shareholders with 
an immediate return on their investment. Yet there was no reason why the 
Railway could not pay directly to the preferred stockholders the cash that it was 
prepared to pay debenture holders under the plan. The Railway emphasized 
that interest on the debentures would be tax deductible. Assuming a 38% tax 
for each $1.00 available for distribution, the debenture holder would receive the 
full $1.00 as interest, while the preferred stockholder would get only 62¢ as a 
dividend. But this solicitude for the welfare of the preferred stockholders was 
inconsistent with the fact that in the proposed exchange, the preferred stock- 
holders would suffer a loss of both par and market value.” Moreover, plaintiffs 
had considerable evidence that the ultimate aim of the plan was to effect a 
total or partial elimination of the outstanding preferred stock. Finally, it seems 
a bit unusual for the Railway to advance a plan that would create additional 
debt in the form of debentures at the very time when it appeared so anxious to 
reduce its outstanding bonded indebtedness. 

Were the bond retirement program considered apart from the exchange plan, 
the plaintiffs might have been unable to show that the purchase of bonds was 
“clearly unreasonable” with respect to preferred shareholders. But the exchange 


1 The Railway argued that depreciation allowed on the diesels made available enough cash 
to wash out the actual charge, so that payments on them should not be considered. The idea of 
refinancing the diesels was to “get within our depreciation.” Deposition of William N. Deramus 
ITI, president of the Chicago Gt. West. Ry. Co., July 18, 1950, p. 40. But this line of argument 
is simply a sophisticated way of saying that the refinancing helped to conserve the cash position 
of the company. See note 16 supra. It does not destroy the validity of offsetting new equipment 
trust interest charges against alleged savings of interest from bond retirement, for the Rail- 
way would be charging depreciation on the diesels no matter what method of financing had 
been employed, whether equipment trusts or flat cash purchase. 


® See notes 25 and 26 infra. 
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plan fitted too neatly into plaintiffs’ theory of the case to be altogether coinci- 
dental. 

As already noted, in April of 1948 the Railway filed its exchange plan with the 
ICC. Evidence concerning the programs of dieselization, maintenance and debt 
retirement was presented to show why dividends were not likely in the near fu- 
ture. In June 1948, the trial examiner, H. C. Howard, issued a proposed report 
recommending disapproval of the plan.”* The execution of the exchange would 
leave the road with more long term debt than equity (58%-42%). Since the 
debt-stock ratio (42%-58%) established for the road at reorganization was the 
result of extensive study, Howard was reluctant to permit such a significant 
change until “the most compelling necessity is shown therefor. Such a showing 
has not been made by the applicant.’ Howard also stated that the preferred 
stockholders would suffer a loss of value in the exchange” and, except for the 
tax advantage, nothing would prevent the Railway from paying directly to the 
preferred stockholders the cash that would go to debenture holders under the 
plan. 

Rehearings were held on January 4 and June 8, 1949. The preferred stock- 
holders intervened in the latter hearing. The main new evidence for the Railway 
in the January 4 hearing was the further retirement of debt and the achievement 
of a debt-stock ratio of 33%-67% as of October 31, 1948. On June 8 the Railway 
presented a poll of preferred stockholders which tended to indicate that less than 
25% of the outstanding shares would be exchanged, and that the debt-stock 


ratio would thus not be as adversely affected as by a 100% exchange. 
Howard proposed a second adverse report on August 24, 1949, and the Rail- 
way thereupon withdrew its application and abandoned the plan of exchange. 
Howard reiterated that preferred stockholders would suffer a loss in the ex- 
change™ and that cash available as interest on the proposed debenture was 
equally available as dividends on the preferred stock. He considered unimpor- 
tant the fact that the interest on the debenture would be tax deductible, in view 


#3 TCC Examiner Howard’s proposed report on the application of the Chicago Gt. West. 
Ry. Co., F.D. 16068 (June 23, 1948). 


* Tbid., sheet 4. 


% At par the exchange would be $50 (par value of one share of preferred stock) plus $7.50 
accumulated dividends for $30 ($20 par value debenture plus one-fifth of $50 par value share of 
common stock). At market, the exchange would be $16-17 for $12 on the estimate that the 
$20 debenture would sell at 50% of par. The next senior issue, the general income bonds, were 
then selling at 65. 


% The par comparison would still be $50 plus $7.50 to $30. The market price of $13-14 
to which the preferred had dropped still exceeded the $12 estimated market value of the de- 
benture and + share of common stock. The Railway’s argument was that loss of value was 
intended to eliminate profit from the resale of new common stock and debentures at a price 
higher than the market value of the exchanged preferred stock as a motive for participating in 
the exchange. If there was a prospect of profit from resale of the new securities, a much greater 
number of preferred holders would exchange, and the debt-stock ratio of the Railway would 
be adversely affected. 
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of the fact that the Railway had just reduced the amount of that deduction by 
its extensive debt retirement program.” 

Howard’s main point was that, if the Railway felt reluctant to pay dividends 
because the best interests of the road and the public would be served by apply- 
ing available cash to dieselization and maintenance, then it was inconsistent to 
permit the creation of a charge on earnings by the substitution of funded debt 
for stock that would compel the corporation to curtail these programs.”* 

From the standpoint of the preferred shareholders, the Railway’s debt retire- 
ment program, viewed in light of the exchange plan, looked like an effort to re- 
duce outstanding debt so that the creation of new debt in the form of debentures 
would not create a stock-debt ratio unacceptable to the ICC. The combination 
of tenders and open market purchase could thus be fitted into plaintiffs’ case. 
Between January and March of 1948 the Railway was in an unseemly hurry to 
cut its bonded indebtedness in time for the first ICC hearing in April of 1948. 
The decision to concentrate on purchasing general income bonds rather than 
first mortgage bonds could be explained on the basis that the general income 
bonds were available at a larger discount. Thus their retirement would reduce 
the par value of outstanding indebtedness more than would expenditure of the 
same amount of money for retirement of the first mortgage bonds, and the ratio 
of debt to stock would therefore appear more favorable to the ICC. 

The pattern which the stockholders developed from the series of corporate 
transactions herein described may be summarized as follows: The debt retire- 
ment program, together with the dieselization and maintenance programs, were 
devices to excuse the halting of dividends. The debt retirement program served 
the additional function of making the exchange plan palatable to the ICC. The 
halting of dividends, in turn, had three purposes. First, after the maximum ac- 
cumulation on the preferred dividends had been reached, the earnings of the 
Railway could be retained for the benefit of the controlling group of common 
stockholders. Second, the halting of dividends gave this group a colorable argu- 
ment for presenting the exchange plan to the ICC. And third, once the plan had 
been approved by the ICC, the halting of dividends was to be the coercive factor 
that would gradually compel more and more preferred stockholders to accept 
the disadvantageous exchange. 

Not only is this pattern consistent with the facts, but it offers a convincing 


27 Howard also noted that the preferred stock had been given a voting majority for their 


protection in the reorganization, and that the exchange plan would shift control to the common 
stock. 


38 “No reasonable and prudent management will declare and pay a dividend until provision 
has been made for the meeting of all current corporate needs, nor should it create a charge 
upon corporate earnings in derogation of such needs.”” ICC Examiner Howard’s proposed 
report on the application of the Chicago Gt. West. Ry. Co., F.D. 16068, sheet 7 (August 24, 
1949). This analysis appears to beg the question by assuming at the outset that the pro- 
grams embarked on by the Railway were in fact in the best interests of the road and the 
public. 
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explanation of otherwise highly puzzling acts on the part of the Railway, such 
as the vigorous pressing of an unreasonable exchange plan and the method, com- 
position and timing of the bond retirement program. In an oral opinion which 
concluded the fee hearing, Judge Barnes commented: “‘I am satisfied that a plan 
was formulated to mulct the preferred stockholders of this railroad. . . . As far 
as I can see, there wasn’t any defense to [plaintiffs’] lawsuits.’”* 


Ill. Tae Tacticar Issues 

Problems of strategy created almost as many difficulties for the preferred 
stockholders as did problems of proof. The first question was whether or not to 
intervene in the ICC hearings. On one hand, the conclusion of the ICC would 
not be determinative of any issue in the stockholders’ action, since the question 
before the ICC was whether the plan was compatible with the public interest*® 
while the lawsuit was framed in terms of the interests of the preferred share- 
holders. Nevertheless, the stockholders decided to intervene in order to avoid the 
contention that they had not exhausted their administrative remedies before 
turning to the courts. The plaintiffs further believed that, had the ICC approved 
the plan and thus lent its weight to the Railway’s position, the difficulty of car- 
rying the dividend suit would become too great. 

Howard’s second adverse report was filed in August 1949. The Railway’s mo- 
tion to dismiss the Zimmerman complaint was denied in October. On December 
1, 1949, the Railway declared a partial dividend on the preferred stock, and the 
next day it borrowed $1,500,000. Full quarterly dividends were declared in 
March, June and September of 1950. Attorneys for the plaintiffs viewed this 
action as an attempt to “take the wind out of their sails.” The attorneys further 
felt that the pressure of their suit had virtually compelled the Railway to resume 
declaration of dividends, and that they were entitled to reimbursement from the 
fund made available by their efforts. Therefore, prior to the payment of the last 
three dividends, they moved that a portion of each dividend be impounded to 
insure the payment of plaintiffs’ attorneys’ fees and their costs and expenses in 
the event that the plaintiffs should ultimately win on the merits. These motions 
were granted, the trial judge stating “that there are reasonable grounds to be- 
lieve that the declaration of (these) dividends . . . came about largely because 
of the efforts of plaintiffs and their counsel in connection with the prosecution 
of these suits and the work incidental thereto.”™ 

Among these “‘reasonable grounds”’ was the Railway’s sudden shift from that 
taken before the ICC. It was there urged by the Railway and confirmed by the 


** Trans. of Proceedings at 697-98, Harris v. Townsend, Consolidated Civil Action No. 49 
C 462 (N.D. Ill., June 21, 1951). 

% See 41 Stat. 494 (1920), as amended, 49 U.S.C.A. § 120(a)(2) (1951). ICC Examiner 
Howard felt constrained on several occasions to remind counse] for the intervening stock- 
holders of this fact. See, e.g., ICC Hearing Docket No. F.D. 16068, stenographer’s ‘ninutes, 
p. 205 (June 8, 1949). 

* Findings of fact, June 21, 1950, p. 9, by Barnes, J. Similar findings were made in March 
and September. 
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trial examiner® that no dividends would be paid for an indeterminate period in 
the future. 

In reply, the Railway argued that conditions had changed considerably from 
those on which the Trial Examiner had based his estimate. The dieselization 
program was virtually completed, and the diesels already purchased under con- 
ditional sales contracts had been refinanced under equipment trusts. Thus no 
large cash down payments for diesels would be necessary in the future, and an- 
nual payments were reduced, all of which helped to conserve the cash position 
of the corporation. The Railway could also point to increased earnings in 1950, 
and savings in fuel and labor costs—called surprisingly large by the Railway— 
that were already resulting from utilization of the diesels. The Railway’s cash 
and net current asset position had improved on December 31, 1949, as com- 
pared to December 31, 1948. And the debt retirement program had ended as far 
as the RFC note and the first mortgage and general income bonds were con- 
cerned,** thus removing another drain on cash. 

The plaintiffs contended that, if the $1,500,000 which the Railway borrowed 
on December 2, 1949, be ignored, the Railway was in a weaker cash and net 
current assets position on December 31, 1949, than on December 31, 1948. In 
addition, 1949 earnings ran below those of 1948. The Railway suggested in reply 
that this slump in income was chiefly attributable to the increased maintenance 
program. Thus, if maintenance had been held at the 1948 level, the difference of 
$1,668,199 less 38% tax, or $1,034,283, would have been added to income. 

The Railway appealed from the impounding orders to the Court of Appeals 
for the Seventh Circuit. At this point a committee of preferred stockholders was 
formed which was permitted to file an amicus curiae brief in opposition to the 
impounding orders. The committee claimed it represented the true interests of 
the preferred stockholders in opposing the impounding of their dividends and in 
backing what the committee considered wise and sound decisions of the Railway 
in postponing dividends while the property was being built up. In their Circuit 
Court briefs, both the Railway and the committee challenged the true class na- 
ture of the litigation and denied that the plaintiffs fairly and adequately repre- 
sented the class.** The committee also began to solicit authorizations from pre- 
ferred stockholders. 

% “The applicant’s corporate requirements are such that for the next five or six years it is 
probable that no dividends upon the preferred can be paid.” ICC Examiner Howard’s proposed 


report on the application of the Chicago Gt. West. Ry. Co., F.D. 16068, sheet 7 (August 24, 
1949). 


#3 While only $2,400 face value of first mortgage and general income bonds were retired in 
1949, the Railway retired $500,000 Wisconsin Central bonds and $1,053,424 of equipment 
obligations. There was, however, no such substantial debt retirement in advance of maturity 
as in 1948. Several directors included among their reasons for declaring a dividend the in- 
creased efficiency of the corporate management since William N. Deramus III had assumed 
the presidency of the Chicago Great Western in May of 1949. And reduced fears of an impend- 
ing depression had influenced one director to vote for the dividends. 

* The thrust of defendants’ argument was that, if the proceeding were not a true class 
action, a holding for the railroad would be no defense against the suits of preferred stock- 
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The response of plaintiffs was twofold. First, they charged that the commit- 
tee owned a large amount of common stock, which rendered its representation 
suspect, and that although purporting to be opposed to the merits of the litiga- 
tion, its purpose was only to oppose the impounding orders and the allowance of 
fees to the plaintiffs’ attorneys. Second, they entered into competition with the 
committee in the solicitation of authorizations. The strategy of the plaintiffs 
was explained by one of their attorneys in this way: “[I]f the . . . committee, 
unopposed by the plaintiffs, should obtain a half or two-thirds of the class to 
sign authorizations, I felt that that could have a serious adverse and conceivably 
inarticulate psychological effect on this court and on the Court of Appeals, 
which we, in duty to the class, could not permit to happen.” As it turned out, 
the plaintiffs lost the battle of authorizations.” 

The Circuit Court reversed the impounding orders, stating in a brief per 
curiam opinion: 


Plaintiffs make no claim that defendant Railway Company is insolvent or for any rea- 
son unable to meet its obligations as they mature. . . . Whether this is a true class 
action has not yet been and can not be determined until after production of evidence 
upon the merits. It seems clear to us, therefore, that the orders were unjustified prior 
to determination of the merits, and that, before such event occurs, any such order is 
wholly premature and unsupported in law. . . .*” 


holders not parties thereto. Defendants also pointed to Pelelas v. Caterpillar Tractor Co., 
113 F. 2d 629, 632 (C.A. 7th, 1940): “It is a condition precedent to the existence of the right to 
maintain a class action that the court find that the plaintiff’s suit will fairly insure the adequate 
representation of all.”” The committee made much of the fact that plaintiffs represented at 
most 3% of the preferred stockholders, and that the committee itself had received authoriza- 
tions from several times that number. 


*% Trans. of Proceedings at 60-61, Harris v. Townsend, Consolidated Civil Action No. 49 C 
462 (N.D. Ill., June 18, 1951). Compare a letter by the committee, Aug. 25, 1950, requesting 
authorizations “because it believes that its participation in the litigation will carry more 
weight if the courts are aware of the number of Preferred Stockholders who oppose the actions 
of the plaintiffs.” 


%* The difficulty of overcoming the initial presumption in favor of the corporation is thus 
seen to be as great in dealing with stockholders as it is with the courts. Furthermore, the cor- 
poration is in a powerful position to influence the opinions of its shareholders directly. In a 
letter of March 30, 1950, to the preferred stockholders, the president of the Great Western 
commented that a part of the March dividend had been impounded and added: “The directors 
and the management sincerely desire to place your property in a sound position and pay divi- 
dends. Stockholders are entitled to income on the investment in such securities. It is, however, 
necessary to build sound value into any enterprise before equity interests can be assured of con- 
tinuing a dependable income. The Company’s entire objective has been and is to so conduct 
its affairs that the locomotive and equipment purchases and its track improvement program 
could progress more rapidly, with lower interest charges and economy in operation, than could 
otherwise be hoped for.” It may be remarked that the letter was completely silent about the 
debt retirement program. 


%? Zimmerman v. Chicago Gt. West. Ry. Co., 185 F. 2d 399, 400 (C.A. 7th, 1950), cert. 
denied, 340 U.S. 934 (1951). The result seems unsatisfactory. If plaintiffs’ attorneys were to 
prove on the merits that their efforts had caused the declaration of dividends, they would be 
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Beginning in September 1950, intermittent efforts were made to settle the 
main litigation out of court, and various proposals and counterproposals were 
offered. However, no agreement was reached until, on May 1, 1951, as one of 
the Zimmerman attorneys arose in court to make the opening statement on be- 
half of the plaintiffs, an attorney for defendants suggested further settlement 
negotiations. An agreement was worked out among the attorneys that night, 
and approved by the trial court as fair and reasonable after notice to all pre- 
ferred shareholders. 

By the time of the settlement, the Railway had already resumed regular divi- 
dend payments on the preferred stock and had paid $1.124 per share in 
liquidation of arrearages, leaving an unliquidated arrearage of $6.37} per share, 
or $2,333,913. The agreement provided that the Railway would in all events 
continue to pay its regular dividends for the balance of 1951 and that thereafter, 
until such time as the arrearages were fully paid, the Railway would pay regu- 
lar dividends to the extent of 60% of the “available net income.’’** 

As to the arrearages, the Railway agreed to pay $3.00 per share by July 16, 
1951, and, starting in 1952, to devote the 60% of “‘available net income”’ less 
regular dividend payments exclusively to additional dividends until the remain- 
ing arrearages of $3.374 per share were completely eliminated. 

The Railway further agreed to pay reasonable costs and attorneys fees, as al- 
lowed by the District Court, reserving, however, the right to appeal. All de- 
fenses in connection with the class nature of the proceedings or the extent to 
which the plaintiffs fairly and adequately represented the class were waived by 
the Railway and the intervening stockholders’ committee. 

While the Railway did not agree to pay the $1,487,297, or $4.06} per share, 
undeclared and not accumulated, the plaintiffs regarded the Railway’s agree- 
ment to pay attorneys fees (and thus to enable the preferred shareholders to 
receive the full dividends provided for under the settlement agreement) as a 
settlement of the claim.*® * 


entitled to compensaton from those very dividends. Yet once the dividends were completely 
distributed to several thousand stockholders, it would become virtually impossible to levy on 
them for compensation. 

%8 The agreement defined “available net income’’ as income after fixed charges, /ess sinking 
fund payments and capital fund requirements for the first mortgage and general income bonds, 
interest payments on the general income bonds, and any amounts necessary to restore to the 
capita] fund accounts monies used to pay interest on the first mortgage bonds; and plus the 
amount, if any, by which maintenance expense for the year should exceed 19% of the Rail- 
way’s total operating revenues, and the amount, if any, by which the amortization of de- 
fense projects under Necessity Certificates should exceed the normal rates of depreciation 
established by the ICC. These last two provisions served as protection for the plaintiff stock- 
holders. It was necessary to place some limit, as far as the declaration of dividends was con- 
cerned, on the controllable item of maintenance expense. And rapid amortization of defense 
projects would materially reduce income now as against the future. But the provisions were 
flexible in that the actual expenditure for maintenance was not limited and the emergency 
amortization basis of depreciation could still be utilized for tax purposes. 

39 In accordance with the settlement agreement, the Railway applied to the ICC for per- 
mission to borrow money for working capita] in order to carry out the terms of the agreement, 
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A comparison of the terms of the settlement agreement with the relief re- 
quested in the Zimmerman complaint shows that the objectives of plaintiffs 
were substantially attained. Regular dividends had been resumed on the pre- 
ferred stock; the Railway had agreed to liquidate the accumulated arrearages; 
a settlement had been made of dividends undeclared and not accumulated; and 
the Railway had abandoned its exchange plan.*® 


and on June 6, 1951, the ICC approved an issue of $3,000,000 of promissory notes by the 
Railway at an interest rate of 34%. 


On June 21, 1951, Judge Barnes allowed $500,000 as “‘the usual and customary, fair and 
reasonable fee for services such as have been rendered by counse] for complainants in these two 
cases.”’ Trans. of Proceedings at 700, Harris v. Townsend, Consolidated Civil Action No. 49 C 
462 (N.D. Ill., 1951). The award appears fair in light of the difficulty of stockholder suits. In 
addition, the contingency of the fee and the infrequency of success make the suit a highly risky 
one for attorneys to undertake. If the fee is not made liberal enough to encourage competent 
counsel to undertake such cases, plaintiff stockholders will be helpless and the potential thera- 
peutic effect of vigilant shareholder supervision over the decisions of corporate directors will 
be lost. On June 17, 1952 (No. 10481, Advance Sheet), the Seventh Circuit reduced the fee al- 
lowance to $350,000. The court found that time spent on the impounding orders and solicita- 
tion of preferred stockholders added nothing to the value of the services rendered (but see text 
and notes at note 35 supra), and that the settlement agreement only provided “‘some additional 
safe-guards’’ for dividends ‘‘4::e under any circumstances.’’ (Query whether dividends are in 
fact ‘‘due’’ until they have been declared.) 

In passing, the court noted “the unwelcome aroma of the tactics of a pressure group”’ in 
what it felt to be the extreme liberality often shown by lawyers in applying for fees. But the 
$350,000 fee approved by the court, which amounted to an hourly charge of roughly $50 for 
every lawyer associated with the case, irrespective of his standing in his firm, was still substan- 
tial. That such a fee was approved despite the court’s fear that it might ‘‘seem extravagant not 
only to the public but to other members of the bar,’’ bears witness to the court’s appreciation 
of the complexities and risks of stockholder litigation. 
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Effects of Taxation: Corporate Mergers. By J. Keith Butters, John Lintner, 
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Effects of Taxation on Executives. By Thomas H. Sanders. Boston: Harvard 
University Press, 1951. Pp. xiii, 229. $3.25. 


Although tremendous business segments are conducted by unincorporated 
organizations, the history of American business during the past half century is 
inseparable from the history of corporate activity. Thus, when the Harvard 
Graduate School of Business Administration undertook, several years ago, to 
sponsor a comprehensive survey of the effects of federal taxation on business, 
the studies were confined, almost exclusively, to corporate enterprise. Acting 
under a grant from the Merrill Foundation for Advancement of Financial 
Knowledge, Harvard planned a series of eight volumes, four of which are 
reviewed here. 

In the first volume, Professor Butters has focussed attention on the role that 
tax factors play in determining management’s inventory policies. He demon- 
strates that management’s response to this problem lies, at least partially, in the 
increasing use of the Lifo (last-in-first-out) method of valuing inventories, as 
contrasted with traditional Fifo (first-in-first-out). However, although Congress 
has made Lifo available to all businesses, as of 1949 this method had been used 
in connection with only one-seventh of manufacturing inventories. Among other 
segments of American business, only the department stores make substantial 
use of this system. 

In contrast to Fifo, Lifo generally results in lower income taxes during a pe- 
riod of rising prices. Correlatively, however, Lifo results in higher taxes when 
prices decline. This factor, together with many non-tax considerations (includ- 
ing misplaced fear and even ignorance), have combined to restrict the use of 
Lifo. Thus, it is fair to assume that American business has only begun to exploit 
the tax savings inherent in this form of inventory accounting. 

Inventory plays a significant role in corporate financing, over and beyond 
mere tax considerations. Professor Butters maintains that it would be socially 
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advantageous to devise a concept of taxable income that would eliminate the 
grotesque distortions which follow from a doctrinaire assumption that taxable 
income must vary according to inventory profits and losses. While Congress 
made a significant change in the concept of taxable income when it authorized 
Lifo, and also when it offered relief to Lifo users in the case of so-called involun- 
tary liquidations of inventory, realization of Professor Butters’ hope may have 
to await comprehensive overhauling of the entire federal income tax structure. 

The second volume analyzes, in fascinating fashion, a number of misconcep- 
tions concerning the role which taxation plays in corporate mergers. The authors 
justifiably contend that the merger movement of the past 20 years has resulted 
in less concentration than earlier ones, and they predict that any future merger 
movements will follow this trend. 

It has been contended that the increasingly heavy impact of federal taxation 
has necessitated the transfer to corporate form of many businesses owned by a 
family or other limited group. Most of the book is concerned with the various 
considerations which prompt transfers of business to new proprietors. Actual 
transfers which have had national publicity are analyzed, such as the sale of the 
Toni Company to Gillette Safety Razor Company and the merger of Allied Oil 
Company, Inc. with Ashland Oil and Refining Company. The role of the federal 
estate tax is discussed, with an interesting appraisal of the recent amendment 
involving the income tax aspects of stock redemption to pay death duties. Prob- 
lems of liquidity and valuation of closely held corporations, as well as the inter- 
play of the capital gains tax and the tax on unreasonable surplus accumulations, 
are reviewed with acumen. 

The authors point out that the apparent alternatives to sale or merger, such 
as inter vivos gifts, public sale of stock and transfers of various kinds to philan- 
thropic institutions are theoretically available, but in most cases do not, for 
many non-tax reasons, provide real alternatives. 

In addition, Professor Cary has commented on the effect of taxation on the 
legal form of the business transfer. His analysis sets forth the highly complicated 
reorganization provisions of the Internal Revenue Code in easily understand- 
able terms, and formulates the tax results which follow from the use of the 
various kinds of transactions. 

Based on studies of actual mergers occurring during the ten-year period, 
1940-1949, the authors conclude that substantially fewer business establish- 
ments have been, or are being, sold for purely tax reasons than is popularly 
thought. Nevertheless, it may well be that tax considerations constitute the 
principal reason for any particular sale. Yet, even when tax considerations pre- 
dominate, the transfer might still have taken place, even in their absence. 

Professors Butters, Lintner and Cary feel strongly that corporate mergers (in 
the generic sense) are merely one facet of the normal human drive for effecting 
business expansion. Also, personalities cannot be overlooked. Thus, the authors 
declare: 
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Another motive, seldom advanced as an explanation by participants but undoubted- 
ly in the background of many transactions, is the effect of mergers on personal status 
of management. The prestige and earning power of management depend, among other 
things, on the size of the company operated. Actions which enlarge the company natu- 
rally tend to increase the power and prestige of its management. Business executives, 
being human beings, can be presumed not to be impervious to such considerations; 
“empire building” is not a disease to which only government officials are susceptible. 

The study on Corporate Mergers comes as a refreshing antidote to many of 
the pat formulae offered by the purveyors of tax panaceas. Too many of these 
formulae minimize non-tax considerations. However a sale is never ex parte. 
This study makes most clear how intricate and complex is the tug of war be- 
tween those who buy and those who sell. 

The third and fourth volumes by Professors Hall and Sanders, respectively, 
offer complementary analyses of the effects of taxation on executive compensa- 
tion. Professor Hall describes the various types of corporation compensation 
plans and analyzes their relative tax advantages. He measures the effects on 
executives of large corporations of deferred compensation, non-qualified bonus, 
and qualified retirement plans. Lastly, Professor Hall discusses the economic 
effects of federal taxation and deferred compensation plans on the large corpora- 
tion itself. 

Indiscriminate use of deferred compensation plans poses a real threat to the 
progressive surtax theory of income taxation. The treasury has not been blind to 
the ramifications of their wholesale adoption. At present, there is considerable 
uncertainty whether many such plans effectively defer taxable income. Nor- 
mally, the corporation wants a present deduction for amounts set aside to pay 
compensation at a later date. The executive hopes that his compensation will be 
taxable at a time when his income generally is much lower. A clash between the 
interests of the corporation and those of the executive often leads to stalemate. 
Presently, however, a combination of various factors has led to the adoption of 
more and more such plans. 

Professor Hall observes that “‘the net effect of high progressive personal taxa- 
tion in lengthening the years of active executive employment, reducing efficiency 
and efforts of executives indirectly (and perhaps directly) and impairing the al- 
location of executives among different companies is to reduce the output of 
goods and services.’ On the other hand, the growth of qualified retirement plans 
tends to increase the production of goods and services. Such an opinion is, of 
course, based in large measure on the author’s own judgment of the responses to 
his inquiries obtained in his field surveys. With that judgment there appears to 
be little occasion for dissent. 

In contrast to Professor Hall, Professor Sanders’ attention is focussed pri- 
marily on the motives and activities of the executive rather than those of his 
employer. He discusses such topics as the executive’s daily routine, the mobility 


1 Butters, Lintner and Cary, Effects of Taxation: Corporate Mergers 21-22 (1951). 
? Hall, Effects of Taxation: Executive Compensation and Retirement Plans 252 (1951). 
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of executive talent and the inducements for retirement. He also analyzes various 
types of direct compensation, stock options and stock purchase plans, expense 
allowances, retirement and pension plans and executive investments. Not unlike 
the authors of the other books, Professor Sanders maintains that there is great 
popular misconception of the effect of taxation on human activity. He also feels 
that while some people may retire earlier because of high income taxation, more 
executives work longer just because of such taxation. 

Professor Sanders’ book is well written, a luxury denied the reader of the 
other volumes. Nevertheless, his book affords less intellectual stimulation than 
the others and may be of less enduring value. Professor Sanders’ book purports 
to be an analysis of what various executives told him were their own motives, a 
type of statistical investigation which is not always reliable. 

Professor Sanders’ analysis comes at a time when the old generation which 
knew relatively low taxes has not yet entirely passed from the scene and when 
the new generation which has known only higher taxes has not as yet matured. 
Granted that people will work hard for many objectives other than for the mere 
accumulation of money to be used for personal power or security, the continu- 
ance of high surtax rates does pose vital challenges to future top American 
management personnel. 

Leo A. Diamonp* 


Compensating the Corporate Executive (rev. ed.). By George Thomas Washing- 
ton and V. Henry Rothschild, 2nd. N.Y.: The Ronald Press Co., 1951. Pp. 
xiv, 586. $12.00. 

In this day of high tax rates and increasing governmental control over the 
amount and manner of payment of compensation, this revised edition of Mr. 
Washington’s Corporate Executives’ Compensation (1942) is both timely and 
informative. 

The revision, by Mr. Washington, presently Judge of the United States Court 
of Appeals, District of Columbia Circuit, and Mr. Rothschild, now Vice-Chair- 
man of the Salary Stabilization Board, is a factual and objective study of the 
legal and business aspects of managerial rewards in the corporate field. The 
scope of the volume, greatly increased over the original edition, includes salary 
and profit-sharing contracts, stock bonus and stock purchase plans, stock 
options, pensions and deferred compensation plans. 

Starting with a brief background of the development and philosophy of cor- 
porate executive compensation, the authors discuss, in varying degrees of de- 
tail, the form of the executive employment contract, the tax consequences of 
differing types of compensation, and the controls imposed on compensation by 
the federal government through renegotiation, cost limitations in government 

* Member of the New York Bar. 
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contracts, securities regulations, and salary stabilization. Also discussed briefly 
are the effects of judicial intervention on the complaint of minority stock- 
holders. Of major interest to many will be the 136 page appendix of actual em- 
ployment and compensation agreements. 

The volume serves as a useful guidepost to the factors which must be consid- 
ered in determining the type, amount and manner of paying executive com- 
pensation. It does not purport to present a comprehensive and detailed analysis 
of all the statutes, administrative rulings and judicial determinations. The sec- 
tions on judicial controls are limited to discussions of general principles to be de- 
rived from the cases, and analysis of a few of the familiar decisions such as the 
Bethlehem Steel and American Tobacco* cases. The discussions of salary stabiliza- 
tion and federal securities legislation are, for the most part, brief statements of 
the basic objectives, the overall limitations and the possible exceptions con- 
tained in the law. The authors have provided references to the applicable au- 
thorities, so the reader who desires to explore a particular question is directed to 
the necessary source material. 

Primary emphasis falls on the tax aspects of the various compensation agree- 
ments. In this difficult, and in many respects still uncharted, territory the au- 
thors present a detailed discussion of the key rulings and decisions dealing with 
the tax effects to the corporation and the executive resulting from particular 
forms of compensation. Here the discussion is not limited to those situations 
having received direct attention from the authorities, but the possible applica- 
tion of known rules of taxation to other and as yet untested compensation plans 
is pointed out. 

The book should serve as a useful aid to the corporation, the executive, and to 
counsel. 

E. H. McDermott* 


Monopoly and Free Enterprise. By George W. Stocking and Myron W. Wat- 
kins. N.Y.: Twentieth Century Fund, 1951. Pp. 596. $4.00. 

The Twentieth Century Fund’s comprehensive study of international and 
domestic monopoly was completed with the publication of Monopoly and Free 
Enterprise. Focussed directly on the American economy, this final volume of the 
trilogy is concerned with the relation of business organization to the structure 
and behavior of markets. The first volume, Cartels in Action, describes and 
analyzes the growth of international cartel arrangements in a broad cross section 
of world economy; the second, Cartels or Competition? estimates the extent to 


* Member of the Illinois Bar. 


! Berendt v. Bethlehem Steel Corp., 108 N.J. Eq. 148, 154 Atl. 321 (1931). 
* Heller v. Boylan, 29 N.Y.S. 2d 653, aff’d, 263 App. Div. 815, 32 N.Y.S. 2d 131 (1941). 
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which cartels affect the foreign trade and domestic markets of the United States 
and analyzes the methods and economic effects of cartelization.' 

The industries surveyed include agricultural products (sugar and rubber), 
raw materials (nitrates and rubber), intermediate goods (iron and steel, alumi- 
num, magnesium, and chemicals), and finished products (electric lamps). They 
were selected “to show the wide range of economic activities subjected to cartel 
controls, the diversity of circumstances out of which cartels have grown, and the 
differences among cartels in objectives, structure, methods, power, and results.’ 
Their case histories cover periods which range from over half a century in 
nitrates to less than two decades in sugar and magnesium. 

This analysis, to quote from the report of the Committee on Cartels and 
Monopoly appointed by the Twentieth Century Fund, seems to add up to the 
following indictment: “Cartels restrain trade and production, raise prices, and 
deter investment; they foster the misallocation of resources, protecting uneco- 
nomic producers against competition. In short, cartels detract from the world’s 
ability to create wealth, and impede the most desirable distribution of the 
wealth that is created. They substitute the conclave of private businessmen or 
government diplomats for the open market place as the source of decisions as to 
what shall be produced and where, on what terms and where it shall be sold.’”* 

The extent to which cartels pervade the American economy is suggested by 
computations for three major classes of products in 1939. These indicate that 
approximately 87 per cent by value of the mineral products, 60 per cent of the 
agricultural products, and 42 per cent of the manufactured products were 
cartelized.‘ 

The extent of industrial concentration prior to World War II is suggested by 
the following: “In each of seven industries one corporation controlled the entire 
domestic output; in five others one company accounted for from 60 to 95 per 
cent; in twelve others two companies accounted for from 62 to 100 per cent. 
Industries in which four producers or less accounted for from 75 to 100 per cent 
of the total value product produced one third of the value of all manufactured 
products. Industries in which four producers or less turned out more than half 
the total value product accounted for 57 per cent”’ (p. 494). Pressures toward 
both concentration and deconcentration during World War II are not believed 
to have altered the prewar pattern significantly (p. 497). Of the four major 
factors promoting concentration, the financial and strategic are deemed more 
immediately decisive than the commercial and technical. It is recognized, how- 
ever, that “[mJodern technology decrees an organization in some industries so 

1“A cartel is an arrangement among, or on behalf of, producers engaged in the same line 


of business, with the design or effect of . . . eliminating competition among them.”’ Stocking 
and Watkins, Cartels or Competition? 3 (1948). 


* Stocking and Watkins, Cartels in Action 6 (1946). 
3 Op. cit. supra note 1, at 408-409. 
‘Ibid., at 492, Table G, Appendix B. 
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large that a few sellers may supply the market (regional or national) at a lower 

average cost than many sellers each operating on a smaller scale” (p. 497). 
Industrial concentration and bigness give rise to demands for administrative 

regulation which are thought to menace the very existence of private enterprise. 

The Committee on Cartels and Monopoly® suggests meeting this menace with 

an amendment to the Sherman Act establishing a rebuttable presumption that 

concentration exceeding a specified percentage of the market is prejudicial to the 
public interest.* Otherwise, the antitrust laws, properly enforced, are regarded as 

a deterrent to “serious monopoly abuses,” especially with increased penalties for 

violation. 

The Committee on Cartels and Monopoly recommends that the various anti- 
trust laws be strengthened through elimination of exemptions favoring particu- 
lar groups. The competitive system, it suggests, would be strengthened by coer- 
cive legislation to eliminate inconsistencies between the antitrust laws and laws 
relating to agriculture, corporations, export trade, labor, natural resources, 
patents, tariffs, transportation, as well as various state and local licensing laws. 
Committee recommendations for removing obstacles to competition include 
(pp. 561-62): 

1. Repeal of the Webb-Pomerene Act, which relaxes the antitrust laws for export 
trade associations. 

2. Repeal of the Miller-Tydings Amendment to the Sherman Act and the so-called 
state fair-trade laws which discourage price competition among retailers in the 
sale of branded merchandise. 

3. Amendment of the Robinson-Patman Act to eliminate those provisions that violate 
the general principle that price differences should not be out of line with cost 
differences. 

4 Amendment of the Sherman Act to restrict labor immunity to the markets in which 
it sells its services. 

5. Revision of agricultural marketing agreement legislation to provide for effective 
consumer representation and prevent abuse by producers, processors and distribu- 
tors of agricultural commodities. 


The authors have applied the techniques of economic analysis to the facts 
of business life drawn from a variety of sources, including several hundred anti- 
trust cases and hearings and reports of administrative agencies and congres- 


5’ The Committee consisted of James M. Landis, formerly Chairman, Civil Aeronautics 
Board, Dean, Harvard Law School, and Chairman, Securities & Exchange Commis- 
sion; A. S. Goss, Master, The National Grange (died Oct. 25, 1950); Marion Hedges, 
Special Asst. to the Labor Advisers, ECA, formerly Director of Research, International Broth- 
erhood of Electrical Workers; Donald M. Nelson, Chairman Electronized Chemicals Corp., 
formerly Chairman, War Production Board; Frank M. Surface, Consultant to Management 
and formerly Executive Asst. to the President, Standard Oil Co. (N.J.); Jacob Viner, Pro- 
fessor of Economics, Princeton University; and J. Raymond Walsh, Director at Large, Na- 
tional Bureau of Economic Research, formerly Director of Research and Education, Con- 
gress of Industrial Organization. 

* Mr. Surface dissenting from this recommendation argued “performance in the public 
interest is in itself an adequate test.” 
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sional committees. The analysis shows that further concentration of economic 
power is neither desirable nor inevitable, and that competition can be more 
effective. A number of industries were found to be highly competitive “except as 
the state intervened to prevent competition, or collusive agreements temporar- 
ily stifled it.” The competitive market situation in agriculture, construction, 
lumber, bituminous coal, crude-oil production, fisheries, retail distribution and 
the service trades contrasts markedly with the situation in markets for manufac- 
tured and mineral products where domination by a few large sellers is common- 
place. The purpose and effects of monopoly may result from the rational be- 
havior of a few such large sellers as well as from the activities of a single seller or 
the collusive activities of many. Collusion and predatory trade practices, al- 
though important elements of the offense in most antitrust cases, are not essen- 
tial to antimonopoly action under Section 2 which condemns monopolizing ‘‘re- 
gardiless of whether more than one company shares in the market control, and 
regardless of whether the power acquired is used to oppress consumers or ex- 
clude would-be competitors” (p. 289). The decision in the Alcoa case,’ by resur- 
recting Section 2 of the Sherman Act from judicial oblivion has prepared the 
way for reconsideration of the economic and legal significance of bigness per se. 

Judicial interest in market results may foreshadow the adoption of an eco- 
nomic concept of monopoly. In the Interstate Circuit* and second American 
Tobacco® cases conspiracy was inferred from a common course of action among a 
few large sellers. The market strategy of each is necessarily influenced by the 
anticipated reaction of the other and the result, “Conscious Parallelism,” is the 
same as in the case of collusion. If rational oligopoly behavior is defined as ““Con- 
scious Parallelism” and equated to illegal conspiracy, in the absence of formula 
pricing or other persuasive evidence of collusion, the courts, by means of se- 
mantic exercise, have restored the original meaning of the Sherman Act. 

The concluding volume begins with a discussion of the significance of eco- 
nomic organization and proceeds to survey the structural changes in the Ameri- 
can economy for a century or so. The basic factors in industrial concentration 
are described and followed by chapters on oligopoly in theory and practice, price 
leadership and basing point pricing. The next five chapters consider the effect on 
competition of trade associations, antitrust policy, trade practices, trade prac- 
tice regulation, and governmental policies. These are followed by a chapter on 
incorporation policy and industrial concentration, and one on patents and 
monopoly. The concluding chapter stresses the need for halting the concentra- 
tion of economic power, whether in governmental or private hands ‘or the com- 
petitive economy will be gone beyond recall.” This might be accomplished, it is 
said, by limiting the use of the holding company, raising the standards of re- 
sponsibility for corporate directors and executives, and a general tightening of 

™ United States v. Aluminum Co. of America, 148 Fed. 2d 416 (C.A. 2d, 1945). 

* Interstate Circuit, Inc. v. United States, 306 U.S. 208 (1939). 

* American Tobacco Co. v. United States, 328 U.S. 781 (1946). 
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incorporation laws, encouraging commodity standardization as a means of 
curbing fictitious product differentiation, compulsory labelling or grading, com- 
pulsory licensing of patents, and publicly sponsored technical research. 

As collateral reading along with the cases in the field of trade regulation, this 
study has no equal. In addition to whatever merit the authors’ public policy 
recommendations may have, the Twentieth Century Fund has performed a 
worth-while public service in making this study available. There has long been a 
need for an analysis of the implications of industrial concentration, size and 
inter- and intra-industry cooperation as manifested in various antitrust cases 
involving cartels, patent-pooling and other trade practices. By skillfully co- 
ordinating the relevant economic and legal theories, the authors have most suc- 
cessfully contributed to the clarification of these questions. 


NORMAN BursLER* 


* Law Librarian, University of Chicago Law School. 
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